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3} Personal Liability Of Executors And 
e Trustees For Federal Income, 
ose Estate, And Gift Taxes 
” JOHN H. ALEXANDER 


| 102 } ——— fiduciaries and occasional fiduciaries professionally advised 
are frequently conscious of some dire threat of personal liability for the 
federal income and estate taxes of the estates for which they act. The pos- 
sible salutary results to the revenue of this pervading fear should not fore- 
stall an examination of the foundations upon which the fear is built, and 
371 | it is the purpose of this paper to review the federal statutes and cases re- 
lating to such personal liability.* 
_ It is in connection with the administration of estates of decedents that 
the possibility of a personal liability for the fiduciary is most often in- 
volved. The executor or administrator is dealing not only with taxes of 
the estate but also with the tax liabilities of the decedent. It is therefore 
) to the problems of executors that we first turn.” 


10 | 
49 


I. ExEcuTors 


A. General Considerations 


An executor may be faced with a claim of personal liability for income 
' or gift taxes of the decedent or for income or estate taxes of the estate. If 


Joun H. Atexanver (A.B., LL.B., Yale University) is a partner of Mudge, Stern, 
Williams and Tucker, and the Chairman of the Committee on Taxation of the Associa- 
tion of the Bar of the City of New York. 

1It is conceivable that a fiduciary may be faced with a claim of personal liability for 
almost any federal tax. For example, a decedent may have failed to pay a stamp tax. It 

} is, however, in the income, estate, and gift tax fields that problems most commonly occur. 
For previous discussion of the subject, see MERTENS, THE Law or FEepERAL INCOME TAxa- 

)  10N §§36.86, 57.84; Pau, FeperaL Estate AND Girt TAXATION §§13.23, 13.24, 13.44, 

| 13.46, 15.48, 15.49, 15.51; Collie, Tax Responsibilities of Executors, 90 Trusts & Estates 
676 (1951) ; Greenbaum, What Is the Personal Responsibility and Liability of the Fidu- 
ciary for Payment of Taxes? in ProckepINcs oF NEw York University DECENNIAL 
INSTITUTE ON FEDERAL TAXATION 881 (1952); Hadley, Personal Liability; A Bogeyman 

) for the Estate Fiduciary, 28 Taxes 133 (1950); Stutsman, Tax Responsibilities of an 

| Executor in PRroceepincs oF TAX INSTITUTE, UNIVERSITY OF SOUTHERN CALIFORNIA 

| ScHoot or Law 551 (1950). The extent to which an executor or trustee may be sur- 
charged under the local law governing the administration of the estate is not within the 
scope of this paper. 

2 The problems of personal liability of administrators for taxes are generally similar to 
those of executors, and the discussion in the text, as a matter of convenience, refers only 

to executors. ; 


1 








2 TAX LAW REVIEW [ Vol. 9: 


the taxes were those of the decedent, they may have been assessed prior to 
death, or they may represent deficiencies asserted but not established prior 
to death, or they may arise from returns filed before death but not audited 
until after death, or they may even be taxes for which no return was filed. 
An equally varied and unattractive list of possibilities faces an executor in 
respect of taxes of the estate. The tax may be an estate or income tax 
shown on a return filed by the executor, or a deficiency developed on audit 
of a return filed by the executor, or one for which no return was filed be- 
cause no return was thought to be required or because the return is not yet 
due; or perhaps there may be a liability as transferee by reason, for ex- 
ample, of the distribution of assets in liquidation of a corporation in which 
the estate owns stock without providing for all corporate taxes. 

What, if any, additional factors need be present to subject the executor 
to personal liability for the tax? Must the estate be insolvent? Will there 
be liability if the executor pays other debts of the decedent? Does the dis- 
tribution of the estate assets to legatees render the executor personally 
liable? Does a transfer of estate assets to a successor executor have any 
effect on the executor’s position? Is notice of the United States tax claim 
a prerequisite to the imposition of personal liability on the executor ? 

Any personal liability of the executor under federal law should find its 
roots in a statute. The body of statutory law to which a lawyer would 
normally resort is the Internal Revenue Code, but an examination of the 
Code fails to uncover any provision imposing personal liability on an ex- 
ecutor for the income, estate, or gift taxes of the decedent or the estate.‘ 
A clue to the possible imposition of a personal liability on an executor is, 
however, contained in section 311 of the Code, relating to income taxes, 
and in the similar provisions relating to estate and gift taxes.° Section 311 


3 There is, at least, no hint in the cases that there is a federal common law dealing with 
the problem. Cf. Clearfield Trust Co. v. United States, 318 U.S. 363 (1943). 

* Strangely, in connection with the income tax, one even has some difficulty in piecing 
together a statutory requirement that the executor pay the tax in respect of the last year 
of the decedent. Section 56(b) does provide that “In the case of the estate of a decedent, 
the fiduciary may elect to pay the tax in four equal installments.” For the making of re- 
turns for the decedent, see I.R.C. §142, relating to fiduciary returns, and §51(b) (4) giv- 
ing the executor certain elections in respect of joint returns for the decedent. The Code 
places the duty of paying income tax of the estate on the executor. I.R.C. §161(b). 

It is recognized that the statement in the text that the Code does not charge the executor 
with personal liability for the estate tax may be challenged with references to language such 
as that employed by Patterson, J., in United States v. Cruikshank, 48 F.2d 352, 354 
(S.D.N.Y. 1931), that there are indications in the 1918 Revenue Act and subsequent Acts 
of personal liability of an executor for estate tax where he distributes the estate without 
paying the tax. The detailed review of the estate tax provisions made in this paper subse- 
quently establishes, it is believed, that there is no sound support for a contention that the 
Code imposes such a personal liability. The gift tax provisions are also discussed subse- 
quently. 

5T.R.C. §900 and §1025. 
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contains provisions relating to procedural matters and to periods of limi- 
tation for the assessment and collection of liabilities of transferees and 
of the “liability of a fiduciary under section 3467 of the Revised Statutes, 
as amended, (U.S.C., Title 31, § 192) in respect of the payment of” the 
tax imposed upon the taxpayer by Chapter 1 of the Internal Revenue Code. 
It is then to section 3467 of the Revised Statutes that attention must be 


directed. 


B. History of Section 3467 
In its present form the section reads as follows: 


Every executor, administrator, or assignee, or other person, who pays, in 
whole or in part, any debt due by the person or estate for whom or for which 
he acts before he satisfies and pays the debts due to the United States from 
such person or estate, shall become answerable in his own person and estate to 
the extent of such payments for the debts so due to the United States, or for 
so much thereof as may remain due and unpaid. 


This statute traces its origins to the earliest federal statutes giving pri- 
ority to debts due the United States in certain insolvency situations. In 
1789, at a time when there was no national bankruptcy ilaw,*° Congress 
adopted a law relating to the collection of customs duties which included 
a provision, the forerunner of section 3466 of the Revised Statutes, per- 
mitting bonds to be given for payment of customs duties, directing that in 
case of default the collector should prosecute suits for recovery, and pro- 
viding that “in all cases of insolvency, or where any estate in the hands of 
executors or administrators shall be insufficient to pay all the debts due 
from the deceased, the debt due to the United States on any such bonds 
shall be first satisfied.” * Similar provisions, with additions, were included 


in subsequent acts.*® 


6 The first national bankruptcy law was the short-lived act of 1800. 2 Stat. 19. The 
act was repealed in 1803. 2 Star. 248. For a history of the bankruptcy laws, see 1 Cot- 
LIER, BANKRUPTCY 6 (14th ed. 1940). 

™“An Act to regulate the Collection of the Duties imposed by law on the tonnage of 
ships or vessels, and on goods, wares and merchandises imported into the United States,” 
approved July 31, 1789, c.5, §21, 1 Star. 29, 42. 

8“An Act to provide more effectually for the collection of the duties imposed by law 
on goods, wares and merchandise imported into the United States, and on the tonnage of 
ships or vessels,” approved Aug. 4, 1790, ¢.35, §45, 1 Srat. 145, 169. The Act of 1792 
broadened the earlier law to give to sureties the right of subrogation (the predecessor of 
section 3468 of the Revised Statutes, 31 U.S.C. §193), and it specified modes by which 
insolvency giving rise to the priority might be exhibited. “An Act for raising a farther 
sum of money for the protection of the frontiers, and for other purposes therein men- 
tioned,” approved May 2, 1792, c.27, §18, 1 Stat. 259, 263. The Act of 1797 further ex- 
tended the priority provisions to cases involving “any revenue officer, or other person 
hereafter becoming indebted to the United States, by bond or otherwise.” “An Act to pro- 
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In 1799 there was added to the statutory scheme a provision that “any 
executor, administrator, or assignees, or other person, who shall pay any 
debt due by the person or estate from whom, or for which, they are acting, 
previous to the debt or debts due to the United States from such person 
or estate being first duly satisfied and paid, shall become answerable in their 
own person and estate, for the debt or debts so due to the United States, 
or so much thereof as may remain due and unpaid.” *® No substantial 
change in the form of the quoted provision was made until 1934, when it 
was amended to limit the personal liability “to the extent of such pay- 
ments” of debts to others; the priority provision, section 3466 of the Re- 
vised Statutes, has also suffered little change.” 

The predecessors of sections 3466 and 3467 of the Revised Statutes 
were, then, an early determination that in certain insolvency situations the 
United States should have a preferred claim, and that persons dealing with 
the assets of the insolvent should be held personally accountable for paying 
other creditors before paying the United States. It is in the light of this 
history that section 3467 should be construed. 


C. Prerequisites to Liability of Executor 


Some prerequisites to personal liability are expressed in the statute but 
of these one has been disregarded in a number of court decisions. On the 
other hand, case law has supplied one prerequisite which is not in the 
statute. The regulations issued by the Commissioner under the income 
tax, estate tax, and gift tax laws construing the statute are not consistent 
with each other and apparently do not even attempt to cover the liability of 
an executor for income taxes of the decedent.** In the following discussion 


vide more effectually for the Settlement of Accounts between the United States, and Re- 
ceivers of Public Money,” approved Mar. 3, 1797, ¢.20, §5, 1 Star. 512, 515. 

®“An Act to regulate the collection of duties on imports and tonnage,” approved Mar. 
2, 1799, c.22, §65, 1 Stat. 627, 676. 

10 The 1934 amendment to section 3467 was effected by section 518(a) of the Revenue 
Act of 1934. The present form of section 3466 of the Revised Statutes is as follows: 

“Whenever any person indebted to the United States is insolvent, or whenever the es- 
tate of any deceased debtor, in the hands of the executors or administrators, is insufficient 
to pay all the debts due from the deceased, the debts due to the United States shall be 
first satisfied; and the priority established shall extend as well to cases in which a debtor, 
not having sufficient property to pay all his debts, makes a voluntary assignment thereof 
or in which the estate and effects of an absconding, concealed, or absent debtor arc at- 
tached by process of law, as to cases in which an act of bankruptcy is committed.” 

11 With respect to the liability of the executor for income taxes of the estate (but not, 
apparently, of the decedent), the regulations provide as follows: 

“Liability for the payment of the tax attaches to the person of the executor or admin- 
istrator up to and after his discharge if prior to distribution and discharge he had notice 
of his tax obligations or failed to exercise due diligence in ascertaining whether or not such 
obligations existed. For the extent of such liability, see section 3467 of the Revised Stat- 
utes, as amended by section 518 of the Revenue Act of 1934. Liability for the tax also fol- 
lows the assets of the estate distributed to heirs, devisees, legatees, and distributees, who 
may be required to discharge the amount of the tax due and unpaid to the extent of the 
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an attempt has been made to review the problems in connection with each 
statutory and judge-made prerequisite and to point out those considera- 
tions which may be different if the tax involved is an estate rather than an 
income tax. Although many of the considerations with respect to liability 
of an executor for the gift taxes of the decedent should be similar to those 
present where the issue is liability for income taxes of the decedent, it has 
seemed advisable to treat the gift tax problem separately. 

1. Insolvency. Section 3467 does not mention insolvency and it is only 
by considering section 3466 and section 3467 as in pari materia that in- 
solvency is attached as a condition to liability under the latter provision. 
The history of the two sections seems to lead almost inevitably to the con- 
clusion that the two statutes are in pari materia, and the Supreme Court 
has said : * 


The question is whether §3466 applies. That section and §3467, in pari 
materia, are quoted in Bramwell v. United States Fidelity & Guaranty Com- 
pany, ante, p. 483. 


Subsequent cases are to the same effect.** It follows that there is no per- 
sonal liability under section 3467 if the estate is solvent.** It surely seems 
reasonable that the United States should not hold personally liable a fiduci- 
ary who fails to give priority to the payment of a debt to which the United 
States itself has not accorded the dignity of a priority over other debts. It 
should be noted in this connection that the claim of the United States 


distributive shares received by them. See section 311. The same considerations apply to 
trusts.” Reg. 118, Sec. 39.162-1(i). 
The regulations relating to personal liability for estate and gift taxes are discussed sub- 


sequently. 
12United States v. Butterworth-Judson Corporation, 269 U.S. 504, 513 (1926). In 
Bramwell v. United States Fidelity & Guaranty Company, 269 U.S. 483, 490 (1926), the 


Court said : 

“The specification in §3466 of the ways insolvency may be manifested is aided by the 
designation in §3467 of the persons made answerable for failure to pay the United States 
first from the inadequate estates of deceased debtors or from the insolvent estates of living 
debtors. The persons held are ‘every executor, administrator, or assignee, or other person.’ 
The generality of the language is significant. Taken together, these sections mean that a 
debt due the United States is required first to be satisfied when the possession and control 
of the estate of the insolvent is given to any person charged with the duty of applying it 
to the payment of the debts of the insolvent, as the rights and priorities of creditors may 
be made to appear.” 

18 See, for example, the statement of the Circuit Court of Appeals for the Second Cir- 
cuit in United States v. Kaplan, 74 F.2d 664, 665 (1935): 

“Section 3467 of the Revised Statutes is in pari materia with section 3466. United 
States v. Butterworth-Judson Corp., 269 U.S. 504, 513, 46 S.Ct. 179, 70 L.Ed. 380; United 
States v. Western Union Telegraph Co., 50 F. (2d) 102, 103 (C.C.A. 2). In so far as 
section 3466 is operative to fix the order of priority under the Bankruptcy Act, section 
3467 may reasonably be construed to impose liability upon a trustee who knowingly dis- 
tributes the estate in disregard of the order of payment so fixed. No decision upon this 
point has been found; for a dictum to that effect, see Walkof v. Fox, 90 Misc. 338, 342, 
153 N.Y.S. 27, affirmed 171 App. Div. 908, 155 N.Y.S. 1146.” 

14 United States v. Giger, 26 F.Supp. 624 (W.D. Ark. 1939) ; see Comm’r v. Green, 


148 F.2d 157, 159 (9th Cir. 1945). 
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to priority must rest upon statutory provision and not upon sovereign 
prerogative.*° 

In the case of a deceased debtor, section 3466 does not use the term 
“insolvency.” ** The priority of the United States is in effect “whenever 
the estate of any deceased debtor, in the hands of the executors or adminis- 
trators, is insufficient to pay all the debts due from the deceased.” *’ If, 
therefore, this situation exists, the executor is potentially liable for debts 
to the United States. As of what time is the insufficiency to be determined? 
Is the test to be applied at the date of death of the deceased? If the assets 
at date of death are sufficient in value to meet all debts but later suffer de- 
preciation, does the statute then become operative? Will the executor risk 
liability if he distributes assets of the estate to legatees or other distributees 
before paying the decedent’s taxes ? 

The statutes do not seem to afford a basis for a claim that insufficiency 
at date of death is necessary. Section 3466 uses the language “whenever 
the estate . . . is insufficient.” There appears to be no authority limiting 
the test to the state of facts existing at the date of death, and there are 
cases applying section 3467 where the inability of the decedent’s estate to 
meet its debts was due to the act of the personal representative in distribut- 
ing assets to the legatees or other distributees of the estate.** This ap- 
proach accords with a holding that in an equity receivership the priority 
of the United States attached when insolvency developed during the re- 
ceivership although the debtor was solvent when the proceedings were in- 
stituted.** The indications are, therefore, that irrespective of the reason 
or the time when it occurs, if insufficiency of assets exists during the ad- 


15 See Price v. United States, 269 U.S. 492, 499 (1926); United States v. State Bank 
of North Carolina, 6 Pet. 29, 35 (U.S. 1832). 

16 In the case of a living debtor, to invoke the priority of section 3466 “there must be 
a case of an insolvent debtor who makes a voluntary assignment of his property, or a 
case in which the estate and effects of an absconding, concealed or absent debtor are at- 
tached by process of law, or a case in which an act of bankruptcy is committed.” United 
States v. Oklahoma, 261 U.S. 253, 262 (1923). This statement has been criticized as going 
beyond the statute. Blair, The Priority of the United States in Equity Receiverships, 39 
Harv. L. Rev. 1, 4 (1925). 

17“... no lien is created by this law. ... It is only a priority in payment .. . and 
this priority is limited to a particular state of things, when the debtor is living; though it 
takes effect generally if he be dead.” United States vy. Fisher, 2 Cranch 358, 390 (U.S. 
1805). 

18 United States v. First Huntington National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940), 
aff'd on opinion below, 117 F.2d 376 (4th Cir. 1941) ; United States v. Munroe, 65 F.Supp. 
213 (W.D.Pa. 1946) ; United States vy. Cruikshank, 48 F.2d 352 (S.D.N.Y. 1931) ; Lillia 
L. Morris, 36 B.T.A. 516 (1937) ; Helen Dean Wright, 28 B.T.A. 543 (1933); C. W. 
Posey, 10 TCM 383 (1951); accord, Giovaninni Terranova, 2 TCM 616 (1943). 

19 Hatch v. Morosco Holding Co., 61 F.2d 944 (2d Cir. 1932), affirming 56 F.2d 640 
(S.D.N.Y. 1932), cert. denied sub nom, Irving Trust Co. v. United States, 288 U.S. 613 


(1933). 
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ministration of the estate, priority attaches to debts to the United States 
and the executor proceeds at his peril under section 3467. 

2. Taxes as “Debts due to the United States.”” The Supreme Court has 
said : *° 


The word ‘debts’ as used in R.S. § 3466 includes taxes. 


Clearly, therefore, if an income tax has been assessed against the de- 
ceased, there is a debt due to the United States and, if the other conditions 
of section 3467 are met, the executor may be subjected to personal liability 
under the statute.** It has also been held that deficiencies in income tax of 
the decedent established after death form the basis for recovery under the 
provisions of section 3467.” Estate taxes are also within the purview of 
the statute.” That the term “debts due to the United States” should be 
liberally construed and not narrowly limited to obligations which have be- 
come fixed in amount and fully matured at the date of death is in accord 
with views of the Supreme Court expressed as early as 1832. 

3. Necessity of notice to the executor of claim of the United States. 
Section 3467 is barren of any mention that liability imposed thereunder is 
dependent upon the receipt by the executor or administrator of notice, 
actual or constructive, of a debt due the United States. A number of fed- 
eral cases have, however, concluded that notice is a prerequisite to liability 
under the statute.” The point has proved a troublesome one to the Tax 
Court. There are two early cases which require particular consideration: 
Elna S. Evans ** and Helen Dean Wright." The Evans case involved a 
question of liability for an income tax deficiency of a decedent established 
after the estate had been distributed. The Wright case involved personal 
liability of administrators for a deficiency in estate tax asserted after the 
distribution of the estate assets. In holding the administrators liable in the 
Wright case, the Board of Tax Appeals said: *° 


In the Evans case we held that the former administratrix was personally 
liable for the tax from the estate, notwithstanding the estate had been ad- 


20 Price v. United States, 269 U.S. 492, 499 (1926). 

21 United States v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943). 

22 United States v. Munroe, 65 F.Supp. 213 (W.D.Pa. 1946); C. W. Posey, 10 TCM 
383 (1951) ; accord, Giovaninni Terranova, 2 TCM 616 (1943). 

23 United States v. First Huntington National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940), 
aff'd on opinion below, 117 F.2d 376 (4th Cir. 1941); United States v. Cruikshank, 48 
F.2d 352 (S.D.N.Y. 1931) ; Helen Dean Wright, 28 B.T.A. 543 (1933). 

24 See United States v. State Bank of North Carolina, 6 Pet. 29 (U.S. 1832) passim. 

25 For an early implication by Marshall, C. J., that notice is a required condition for 
personal liability, see Field v. United States, 9 Pet. 182, 201 (U.S. 1835). The necessity 
of notice has since been recognized in the following cases, among others: United States 
v. Kaplan, 74 F.2d 664 (2d Cir. 1935) ; Livingston v. Becker, 40 F.2d 673 (E.D.Mo. 1929). 

26 12 B.T.A. 334 (1928). 

27 28 B.T.A. 543 (1933). 

28 Jd. at 549. 
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ministered, the assets distributed, and the administratrix discharged without 
knowledge of the existence of the deficiency. 


It is true that the issue of lack of knowledge and notice was raised in the 
Evans case, but the facts and opinion in that case, without the gloss put 
upon them by the opinion in the Wright case, are as consistent with an 
interpretation that the Commissioner was seeking to establish a representa- 
tive liability as they are with the construction that a personal liability was 
involved.” 

When the issue of the effect of lack of knowledge on personal liability 
was squarely presented to the Board of Tax Appeals a few years after the 
Wright case, the Board, in a carefully considered opinion in Irving Trust 
Co.,*° refused to apply section 3467. The petitioner was a trustee in bank- 
ruptcy which had distributed the assets of the bankrupt without first pro- 
viding for the payment of an income tax deficiency of which the petitioner 
was ignorant. In holding for the petitioner the Board said : ** 


. . . the courts have held . . . that in order to render a trustee personally 
liable, it must appear that the trustee is chargeable with knowledge of the debt 
due to the United States. . . . The trustee cannot disregard or ignore the 


debt, and if he does, his breach of duty renders him liable personally. United 
States v. Kaplan, 74 F.2d 664. ‘It is enough if the trustee be in posses- 
sion of such facts as that a faithful and fair discharge of his duty would put 
him on inquiry.’ United States v. Clark, 25 Fed. Cases 447, 451. But he is 
not personally liable for a tax without notice which should put a reasonably 
prudent man upon inquiry. Livingston v. Becker, 40 Fed.(2d) 673; United 
States v. Eyges, 286 Fed. 683. No case is cited which holds a fiduciary per- 
sonally liable where he was not chargeable with knowledge of the debt due 
the United States. 


Since its opinion in the Jrving Trust case, the Tax Court has uniformly 
recognized that in the absence of knowledge or notice there is no personal 


29 In the Wright case, the Board also described Joseph Simon, 9 B.T.A. 84 (1927) and 
Karl J. Kaufmann, 15 B.T.A. 141 (1929), aff'd in part and rev'd in part, 44 F.2d 144 
(3d Cir. 1930), as involving personal liability. These cases are also subject to the inter- 
pretation that the Commissioner was proceeding on the theory of representative, rather 
than personal, liability. In any event, the issue of notice was not expressly made in them. 
In the regulations relating to liability of the executor for payment of income tax of the 
estate, the Commissioner recognizes that a prerequisite to liability of the executor is no- 
tice of his tax obligations. Sce Reg. 118, Sec. 39.162-1(i), note 11 supra. A similar article 
has been in the regulations at least since 1919. Reg. 45, Art. 344. Even though the Evans 
case involved income tax of a decedent rather than income tax of an estate, it would seem 
that the Commissioner’s recognition that notice is a prerequisite to liability in one case 
should involve recognition of the necessity of notice in the other. This consideration would 
perhaps support the view that the Evans case did not involve personal liability, if con- 
sistency were one of the Commissioner’s virtues. 

380 36 B.T.A. 146 (1937) Acq., 1937-2 Cum. Butt. 15. 

81 Jd. at 148. 











tv 


—-— Fr 


a Ce ~~ 


~~ 


—— a EE Oe FF 








1953] PERSONAL LIABILITY OF EXECUTORS, TRUSTEES—FEDERAL TAXES 9 


liability of a fiduciary under section 3467.** The Tax Court has held, how- 
ever, that the Commissioner need not affirmatively show knowledge or 
notice and that the petitioner, to be relieved of liability that would other- 
wise be imposed, must establish his ignorance. 

The problem remains of determining what facts will be deemed to put 
an executor on notice of possible liability. How far should an executor go 
in ascertaining whether there may be possible tax claims against the de- 
cedent? Must he review the correspondence of the decedent, examine all 
tax returns filed by him, inquire of the Commissioner of Internal Revenue 
as to whether there are any pending tax claims, and generally, act as a 
special investigator for the Internal Revenue Service? 

The cases do not afford any definitive answer to these questions. In one 
case where the Commissioner built up income tax deficiencies of a decedent, 
through the bank deposit method, after the administrators had paid other 
debts and distributed the estate assets without knowledge of any claim, it 
was held that the administrators were not charged with notice of income 
tax claims.** In the Jrving Trust case the Board of Tax Appeals refused 
to impute knowledge of a tax claim to a bankruptcy trustee which had 
proceeded with “reasonable diligence.” The contention of the Commis- 
sioner that the trustee should have inquired of the collector whether or not 
any taxes were due was rejected.** There is a strong indication in another 
case that notice of a tax claim against an insolvent given to a trustee of 
the insolvent is not such constructive notice to the successor trustee as 
would subject the latter to personal liability under section 3467.*° 


82Tn Giovaninni Terranova, 2 TCM 616 (1943), it was found that both knowledge and 
notice were lacking and the administrators were held not personally liable for the income 
tax deficiency of the decedent. See also, Marvin H. Gates, CCH Dec. 10,606-H (1939). 
Several other cases have recognized knowledge or notice as a requirement but have con- 
cluded that it was present in fact or presumptively. L. T. McCourt, 15 T.C. 734 (1950) - 
Northwestern Jobbers Credit Bureau, 1 T.C. 863 (1943) ; Lillia L. Morris, 36 B.T.A. 516 
(1937); C. W. Posey, 10 TCM 383 (1951); cf. Paulyn E. Tomfohr, 44 B.T.A. 730 
(1941) ; see Estate of L. E. McKnight, 8 T.C. 871, 873 (1947). The Commissioner’s ac- 
quiescence in the Irving Trust case would seem to be a recognition that notice is a pre- 
requisite to liability in certain cases at least. See also note 29 supra. 

88 LL. T. McCourt, 15 T.C. 734, 737 (1950), where the Court said: 

“Petitioner’s counsel further contend that the burden being upon the respondent to es- 
tablish a liability on the part of the petitioner, such burden makes necessary that it be 
established that petitioner had knowledge at the time he made the aforesaid distributions 
that the indebtedness for taxes here in question existed. In answer to this it need merely 
be said that knowledge upon the part of the fiduciary as to the existence of the liability 
to the Government is not a specific requirement under sections 3466 and 3467, Revised 
Statutes. Respondent’s proof has clearly established the condition laid down by those stat- 
utes and has consequently made the prima facie showing required of him. If the petitioner 
is exempt from the determination of a personal liability under those statutes by reason of 
the fact that he was ignorant of the liability due the United States for unpaid taxes, the 
establishing of this lack of knowledge is a matter of defense.” 

84 Giovaninni Terranova, 2 TCM 616 (1943). 

85 36 B.T.A. 146 (1937) Acq., 1937-2 Cum. Butt. 15. 

86 Livingston v. Becker, 40 F.2d 673 (E.D.Mo. 1929). 
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It might be concluded from the cases mentioned that there is a reluctance 
to charge an executor or other fiduciary with personal liability for the taxes 
of the decedent or insolvent in the absence of actual knowledge. Such a 
conclusion does seem justified from a reading of the opinions of the courts 
which have dealt with section 3467, but it would probably be unwise for 
an executor or other fiduciary to rely completely on absence of knowledge. 
If the fiduciary is the person charged under normal circumstances with the 
obligation of filing a tax return in respect of the person or estate for which 
he acts, he may find the courts receptive to an argument that he should be 
charged under section 3467 with knowledge of the correct amount of the 
tax in respect of which he is required to file a return. There is some indi- 
cation of this approach in at least one Tax Court memorandum opinion 
treating of the personal liability of an administratrix for an income tax of 
the decedent,*” and it may have some bearing on the absence generally in 
the opinions dealing with the personal liability of executors for estate taxes, 
of any suggestion that knowledge or specific notice of the tax claim is nec- 
essary.** While, therefore, the cases offer support to the view that an exec- 
utor may assume that the decedent discharged his tax obligations, there is 
little basis in the decided cases to anticipate that.the executor can success- 
fully claim he is not charged with notice of the correct tax if he is the per- 
son obligated by law to file the return.*® 

4. Payment of other debts as a prerequisite to liability. From its begin- 
ning, the statute imposing personal liability has by its terms specified as a 
condition the payment of a debt to others before satisfaction of debts due 
the United States.*° In addition, since the amendment of 1934, liability 
under the statute has been limited “to the extent of such payments” of a 
debt to others than the United States.“ Under the structure of sections 
3466 and 3467, the executor or other fiduciary will have no personal lia- 
bility for using funds to satisfy obligations which have priority over taxes 
due the United States. Thus, since expenses of administration of a de- 


37 C. W. Posey, 10 TCM 383 (1951); cf. United States v. Ayer, 12 F.2d 194 (1st Cir. 
1926) ; United States v. Fisher, 57 F.Supp. 410 (E.D.Mich. 1944). 

38 Baldwin v. Comm’r, 94 F.2d 355 (9th Cir. 1938) ; United States v. First Huntington 
National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940), aff'd on opinion below, 117 F.2d 376 
(4th Cir. 1941); United States v. Cruikshank, 48 F.2d 352 (S.D.N.Y. 1931); Malcolm 
D. Champlin, 6 T.C. 280 (1946) ; Helen Dean Wright, 28 B.T.A. 543 (1933) ; Edmund 
H. Fleming 9 B.T.A. 419 (1927). The estate tax regulations make no mention of a re- 
quirement of knowledge or notice. Reg. 105, Sec. 81.99. These regulations do not ex- 
pressly refer to section 3467 and are extreme in their provisions. They are discussed 
subsequently. 

39 See United States v. Ayer, 12 F.2d 194, 199 (1st Cir. 1926). 

40“An Act to regulate the collection of duties on imports and tonnage,” approved Mar. 
2, 1799, ¢.22, §65, 1 Stat. 627, 676. 

41 Revenue Act of 1934, Sec. 518(a). 
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cedent’s estate and widow’s allowances generally have priority over debts 
of the decedent, the application of estate funds to these items at the expense 
of claims of the United States for taxes of the decedent will not set the 
statute in operation.** 

Section 3466 does not create a lien but merely establishes a priority.“ 
The Board of Tax Appeals stated that a lien in existence before death was 
valid as against an income tax claim of the United States and held that the 
payment by the executor of a debt to the lien creditor to secure release of 
pledged property did not subject the executor to personal liability.** The 
result seems sound, but it must be noted that the Supreme Court has re- 
served the question of the relative rights of the United States as an un- 
secured creditor under section 3466 and a creditor with a specific and per- 
fected lien.** The point could be of vital importance under section 3467, 
since the fiduciary has a heavy obligation to see that the federal priority 
is satisfied. It has even been held that it is no defense to a claim of liability 
under section 3467 that payment of a debt inferior to the claim of the 
United States was made pursuant to judicial process of a local court of 
competent jurisdiction.*® 

Surely one of the most troublesome problems under section 3467 is the 
question whether the statute is to be construed as it is written, so that lia- 


42 United States v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943) ; Jessie Smith, 24 B.T.A. 
807 (1931) Acq., XI-1 Cum. Butv. 6 (1932) ; I.T. 2518, IX-1 Cum. Butz. 158 (1930) ; 
S.M. 5032, V-1 Cum. Butt. 109 (1926). 

43 See United States vy. Oklahoma, 261 U.S. 253, 259 (1923) ; United States v. Fisher, 
2 Cranch 358, 390 (U.S. 1805). 

44 Union Guardian Trust Co., 41 B.T.A. 1306 (1940) Acq., 1940-2 Cum. BuLt. 7. 

45 United States v. Gilbert Associates, Inc., 345 U.S. 361, 365 (1953) ; Illinois v. Camp- 
bell, 329 U.S. 362, 370 (1946) ; United States v. Texas, 314 U.S. 480, 485, 486 (1941). 
The Court has gone to great lengths to find the competing creditor’s lien inchoate and 
unperfected, thus avoiding the ultimate issue of relative rights of the United States under 
section 3466 and creditors with perfected liens. United States v. Waddill, Holland & Flinn, 
Inc., 323 U.S. 353 (1945). 

48 Northwestern Jobbers Credit Bureau, 1 T.C. 863 (1943); Field v. United States, 
9 Pet. 182 (U.S. 1835) ; see Davis v. Bargloff, 200 Iowa 1160, 1162, 206 N.W. 251, 252 
(1925). It has also been held that a bankruptcy trustee who was considered to be on notice 
of the debt due to the United States but who paid other creditors without paying the United 
States was liable under section 3467 even though the estate was closed, the bankrupt dis- 
charged, and no claim had been filed in the proceedings by the United States. United 
States v. Kaplan, 74 F.2d 664 (2d Cir. 1935). The barring of claims, or a discharge, 
under local law is no defense to application of section 3467. Harrison v. Deutsch, 294 
Ill. App. 8, 13 N.E.2d 511 (1938); John H. Beasley, 42 B.T.A. 275 (1940). In United 
States v. Pate, 47 F.Supp. 965 (W.D.Ark. 1942), it was held, however, that if the 
United States subjected itself to the local court proceedings, it was bound by that court’s 
determination as to the relative priority of the debt due the United States and could 
not thereafter hold the administrator personally liable for paying other debts of the 
decedent without first satisfying the debt due the United States. The court recognized 
that the United States could have preserved its rights by holding aloof from the state court 
proceedings. 
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bility attaches only if and to the extent other debts are paid, or whether 
some other disposition of the debtor’s assets may serve as the equivalent 
of such a payment. This problem has been most frequently involved in 
decedents’ estates where executors have distributed assets to the legatees 
without paying taxes of the decedent or of the estate. Before reviewing 
the cases, it should be recalled that in its present form the language of sec- 
tion 3467 appears to use the payment of debts to others as a double limita- 
tion. In the first place, the liability is only imposed on a person “who pays, 
in whole or in part, any debt due by the person or estate for whom or for 
which he acts before he satisfies and pays the debts due to the United 
States.” Secondly, the amount of the liability is limited “to the extent of 
such payments.” It is surprising that there should be any attempt to impose 
liability unless these clear conditions have been met. This is not to argue 
that the United States should have no remedy against an executor or other 
person who disposes of estate assets by distribution to non-creditors, but 
to point out only that the remedy would not seem to lie in this statute. 

In considering the cases dealing with the problem, it is probably well to 
treat separately tue liability of fiduciaries for income taxes and their lia- 
bility for estate taxes. With respect to income tax, the regulations offer 
little aid.** Most of the earlier cases dealing with liability for income taxes 
simply ignored the problem, but several of them impliedly or expressly 
treated a distribution of assets as affording a basis for applying section 
3467. The statement of the Court in United States v. Munroe * is prob- 
ably fairly representative : *° 

A distribution of all of decedent’s property rendered the estate of the 
decedent insolvent. Under Section 3466, Revised Statutes, . . . the federal 
taxes owing by the estate were required to be paid first. . 

Where taxes of the debtor are not paid, the fiduciary becomes personally 


liable under Section 3467, Revised Statutes. . . . An executor who has notice 
before making the distribution becomes personally liable. 


Although the cases are unsatisfactory in their reasoning and sometimes in 
their facts, until relatively recently at least, no case seemed to offer any 
ground for belief that liability under section 3467 would not be imposed if 
the disposition of assets consisted of a distribution rather than a payment 
of debts inferior in priority to taxes due the United States.°° The Tax 


47 See note 11 supra. 

4865 F.Supp. 213 (W.D.Pa. 1946). 

49 Td. at 215. For similar language, sce United States v. Fisher, 57 F.Supp. 410, 415 
(E.D.Mich. 1944). 

50 United States v. Abbott, et. al., 36-1 USTC 9182 (D.C.Neb. 1936) ; L. T. McCourt, 
15 T.C. 734 (1950). The Munroe and Fisher cases, notes 48 and 49 supra, also support 
the statement in the text. If there are added the cases dealing with the liability of execu- 
tors for estate tax where distribution to legatees has been made, the list is formidable. 








19: 
Co 


, sta 


cec 


| to 


ext 


in 


y 
if 





1953] | PERSONAL LIABILITY OF EXECUTORS, TRUSTEES—FEDERAL TAXES 13 


Court has now, however, apparently decided to follow the language of the 
statute more closely, at least in cases involving income taxes. 

In C. W. Posey,’ a memorandum decision, the administratrix of a de- 
cedent’s estate had paid debts of the decedent and had also distributed 
to herself assets of the estate. In proceedings seeking to hold her liable 
as transferee, it was held that she had received assets having a value in 
excess of the unpaid income taxes of the decedent and that she was liable 
as transferee for the full amount of such taxes; in proceedings seeking to 
hold her personally liable under section 3467, she was held liable only to 
the extent of the debts to others which she had paid. 

In Edward G. Leuthesser,*’ a case reviewed by the entire Court, a simi- 
lar approach seems to have been adopted. Two individuals were the officers 
and principal stockholders of a corporation and were also in business in a 
partnership. One month prior to the filing of an involuntary bankruptcy 
petition against the partnership, the partners repaid the corporation a debt 
of $40,000. Pursuant to order of the bankruptcy court, the individuals 
withdrew the $40,000 from the corporation, and it was used to satisfy 
partnership debts. The Commissioner of Internal Revenue, in proceedings 
based on an income tax liability of the corporation, sought to charge the 
two individuals as transferees and also personally under section 3467. The 
transferee claim was held barred by the statute of limitations. As to the 
claim under section 3467, the Tax Court said: * 


Both the allegations and proof are clear that the payment made by peti- 
tioners which is alleged to render Section 3467 applicable was not a payment 
of any debt of National. The payment was made for the benefit of creditors 
of petitioners’ partnership. Such payment might have resulted in transferee 
liability against petitioners had respondent proceeded in time. Lut it plainly 
did not fall within the terms of Section 3467. L. T. McCourt, 15 T.C. 734, 
relied upon by respondent is perhaps distinguishable on its facts ; however, if 
it is taken to hold that a distribution by a fiduciary not in payment of the 
taxpayer’s debts falls within Section 3467, it is not justified by the language 
of the statute and to that extent will not be followed. 


The Commissioner has acquiesced in the decision that there was no per- 
sonal liability,°* but probably no inference can be drawn that he agrees with 


United States v. First Huntington National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940), 
aff'd on opinion below, 117 F.2d 376 (4th Cir. 1941) ; United States v. Cruikshank, 48 F.2d 
352 (S.D.N.Y. 1931) ; Malcolm D. Champlin, 6 T.C. 280 (1946); Helen Dean Wright, 
28 B.T.A. 543 (1933). 

5110 TCM 383 (1951). 

5218 T.C. 1112 (1952). The Commissioner has acquiesced in the holding on the issue 
of personal liability. 1953 Int. Rev. Butt. No. 9 at 1 (1953). A petition for review 
to the Court of Appeals for the Seventh Circuit was dismissed. 4 P—H {71,140 (1953). 

5318 T.C. 1112 at 1127, 1128. 

54 See note 52 supra. 
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all the language employed by the Court. It is very doubtful that under the 
circumstances of the case the petitioners were acting as fiduciaries of the 
person or estate of the debtor within the intent of section 3467. 

It is too soon to predict whether the interpretation suggested by the 
Posey and Leuthesser cases will be adopted with respect to liability for es- 
tate taxes. The problem here may be more complicated. Both the statutory 
structure and the regulations require consideration. Basically, of course, 
liability under section 3467 involves the same considerations, whether the 
liability sought to be enforced is for income or for estate tax. It is only 
if provisions other than those found in section 3467 impose personal lia- 
bility on executors for the estate tax should the final result be different than 
in the case of the income tax. Section 81.99 of the present estate tax regu- 
lations °° reads in part as follows: 

If the executor, before paying all the estate tax, pays, in whole or in part, 
any debt due by the decedent or the decedent’s estate, or distributes any por- 


tion of the estate, he is personally liable, to the extent of such payment or dis- 
tribution, for so much of the estate tax as remains due and unpaid. 


Prior to the issuance in 1934 of new regulations, the corresponding 
provision of the applicable regulation was that 


The executor is personally liable for the payment of the tax if he pays any 
debts due by the decedent, or his estate, before he pays the tax.*” 


The change in 1934 that limited the liability to the payment made was 
doubtless a reflection of the amendment effected by the Revenue Act of 
1934 in section 3467.°° The expansion of the provision to embrace cases 
where the executor “distributes any portion of the estate” cannot be at- 
tributed to any similar statutory change. 

It would seem that the Commissioner does not rest the claim of personal 
liability against the executor upon any statutory provisions other than 
those: contained in section 3467. The duty to pay the tax is, of course, 
placed on the executor by statute.°® But this provision does not impose 
personal liability, and the regulations under it refer to section 81.99 of the 
regulations for provisions as to personal liability.°° The personal liability 
imposed upon certain transferees, trustees, and others who are in posses- 
sion of property included in the gross estate under certain specified pro- 


55 Reg. 105. 

56 These regulations, 80, were approved on Nov. 7, 1934. Article 102 contained the pro- 
vision in the form employed in the present regulations. Reg. 80, Art. 102. 

57 Reg. 70 (1929), Art. 102. 

58 Revenue Act of 1934, Sec. 518(a). 

59 T.R.C. §822(b). 

60 Reg. 105, Sec. 81.76. The duty to pay the estate tax has been imposed on the executor 
since the adoption of the estate tax. Revenue Act of 1916, Sec. 207. 
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he visions of section 811 of the Code surely does not affect the executor.” 

the The provisions of section 825 of the Code setting up a procedure for dis- 
charge of the executor from personal liability for the tax do not purport 

he to create a liability but merely to establish a means of securing release from 
ag a liability, the origin of which must be sought elsewhere.* In the adminis- 
ry trative provisions of the Code relating to transferees and fiduciaries, the 
se, reference is to the “liability of a fiduciary under section 3467.” The 
he | history of section 81.99 of the regulations, briefly given above, shows that 
ly the claim is limited to section 3467. There is a close parallel between the 

“= language of the regulation and the statute, and in his regulations the Com- 

- missioner has set forth section 3467 preceding the regulation.”* 

" The view expressed by the courts, however, has been that the executor 
who distributes the assets of the estate without providing fully for the es- 
tate tax thereby renders himself personally liable for the unpaid tax.*° The 

2 cases have not carefully considered the language in section 3467 requiring 

+. a debt payment and, since 1934, limiting liability to the other debts paid, 
but the dogma that either payment of debts or the making of a distribution 
will render the executor liable for the estate tax seems deeply ingrained, 

‘8 ) and whether the Tax Court or any other federal court will be prepared to 


61].R.C. §827(b). The concept of this provision also appears in the Revenue Act of 
y 1916. Revenue Act of 1916, Sec. 209. 

82 The statute provides that upon application of the executor, the Commissioner will 

be required to notify the executor within one year of the time of the application or of 


. the filing of the return, whichever is later, of the amount of the tax, and upon payment 
rf thereof the executor will be discharged from personal liability. I.R.C. §825(a). There is 
Ss no similar procedure provided in the case of income tax or gift tax, An executor, in the 


case of income tax, may accelerate the statute of limitations on assessment with respect 
to income received during the lifetime of the decedent or by his estate during the period 
of administration by request for prompt assessment under section 275(b). 

il 68 T.R.C. §900(a). 

64 Section 81.99 of the regulations also relates to the personal liability imposed by 
§827(b) of the Code, imposing personal liability on certain trustees, transferees, and others 
* as mentioned in the text, and §827(b) is also set forth immediately preceding section 81.99 
of the regulations. 

65 In United States v. First Huntington National Bank, 34 F.Supp. 578, 580 (S.D. W.Va. 
1940), aff’d on opinion below, 117 F.2d 376 (4th Cir. 1941), the Court said: “An adminis- 
trator who distributes an estate without payment of federal estate taxes becomes per- 
- sonally liable to the extent of value of assets distributed. Sec. 3467, R.S.” 

A similar statement appears in United States vy. Cruikshank, 48 F.2d 352, 354 (S.D.N.Y. 
1931), where Patterson, J., said: “As a general proposition, it cannot be disputed that an 
executor who distributes an estate without payment of the estate tax becomes personally 
liable for the tax. Indications of such a liability are to be found in the 1918 act and in 
all later acts, but it is sufficient to cite section 3467 of the Revised Statutes.” It would 
have been helpful if the Court had been more informative as to the “indications,” but 
it is probable that the provisions intended were those already mentioned in the text. 
The Tax Court has also taken the position that a distribution to legatees renders the 
executor personally liable. Malcolm D. Champlin, 6 T.C. 280 (1946); Helen Dean 
Wright, 28 B.T.A. 543 (1933). . 
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discard it, if the point is squarely raised and forcefully presented, must 
remain in doubt. The court faced with the problem, however, will not find 
easy the task of formulating a logical reconciliation of the statutory lan- 
guage with a conclusion that a distribution made by an executor subjects 
him to personal liability. 


D. Liability of Executor for Gift Tax of Donor 


A decedent may well have been liable for gift taxes which remain un- 
satisfied at date of death. Under what circumstances will the executor be- 
come personally liable for such taxes? There is no specific statutory pro- 
vision covering the situation. Liability could be imposed under section 
3467 in an appropriate case and section 1025(a) of the Code contains pro- 
cedural provisions relating to the collection of gift taxes and limitations 
of time in respect of “the liability of a fiduciary under section 3467 of the 
Revised Statutes (U.S.C., Title 31, $192) in respect of the payment of 
any such tax [1.e., gift tax] from the estate of the donor.” Since a donee 
has a direct, statutory obligation to pay the gift tax to the extent of the 
value of the gift, if the tax is not paid when it is due,® it would seem that 
in theory at least, there could be a liability of a fiduciary “in respect of the 
payment of such tax from the estate of” the donee. If so, the procedural 
provisions do not cover the possibility, and the applicable regulation relates 
only to a liability in respect of the donor’s obligation. The regulation fol- 
lows the provisions of section 3467 very closely: % 

Every executor, administrator, or assignee, or other person, who pays, in 
whole or in part, any debts due by a donor or a donor’s estate for whom or for 
which he acts before he satisfies and pays the gift tax due to the United States 
from such donor, is, to the extent of such payments, personally liable for the 
payment of such tax. 


Generally, the elements to be taken into account in determining an exe- 
cutor’s liability under section 3467 for the deceased donor’s gift tax should 
be similar to those discussed witii respect to the problem of the executor’s 
personal liability for the decedent’s income tax or for the estate tax. In 
view of the requirement that the executor report in the estate tax return 
all lifetime transfers of “$5,000 or more except bona fide sales for an ade- 
quate and full consideration,” °° the executor is likely to have knowledge 
of the gifts made by the decedent and, perhaps, may be deemed to have at 
least such notice of the gift tax responsibility of the decedent as is revealed 
by a reasonable search of the facts to satisfy the estate tax requirements. 


66 T. R.C. §1009. 

67 Reg. 108, Sec. 86.70. 

68 United States Estate Tax Return (Form 706, revised May 1951), Instructions for 
Schedule G. 
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It is interesting to speculate whether the failure of the regulation to 
specify a distribution of the donor’s estate as the equivalent of the payment 
of other debts for the purpose of imposing liability would influence a court. 
The failure should, it seems, strengthen the argument that section 3467 
cannot be construed in any case to impose liability on a fiduciary in excess 
of the debts paid to others than the United States. 


II. TRUSTEES OF TESTAMENTARY AND INTER Vivos TRUSTS 


There appear to be no provisions in the Code which would render a 
trustee of an orthodox testamentary or inter vivos trust personally liable 
for the income taxes of the deceased testator or of the settlor or for the 
income taxes of the trust, and any claim of liability under the federal stat- 
utes must be based on section 3467. In the case of an estate tax not paid 
when due, a trustee or other person may be personally liable under section 
827(b) of the Code if in possession of “property included in the gross 
estate under section 811(b), (c), (d), (e), (f), or (g), to the extent of 
the value, at the time of the decedent’s death, of such property.” ® The 
imposition of personal liability, even to the limited extent stated, seems to 
be an extreme remedy, but it is probably seldom invoked as the available 
property in the possession of the trustee or other person is the normal 
source from which the tax will be paid if the Commissioner is unable to 
obtain satisfaction from the estate of the decedent." Except in the case of 
liability under section 827(b), personal liability of a trustee for estate tax 
will not be imposed by federal law unless section 3467 is applicable. 

Consideration of the problem of possible liability of a trustee for gift 
taxes leads immediately to section 1009 of the Code. This section corre- 
sponds roughly to section 827 relating to the estate tax. Section 1009 
creates a lien for the gift tax on all gifts made during the calendar year 
and, in addition to other lien provisions, provides that if the tax is not paid 


when due “the donee of any gift shall be personally liable for such tax to 


697.R.C. §827(b). The second sentence of §827(b) reads as follows: “Any part of 
such property sold by such spouse, transferee, trustee, surviving tenant, person in posses- 
sion of property by reason of the exercise, nonexercise, or release of a power of appoint- 
ment, or beneficiary, to a bona fide purchaser for an adequate and full consideration in 
money or money’s worth shall be divested of the lien provided in section 827(a) and a 
like lien shall then attach to all the property of such spouse, transferee, trustee, surviving 
tenant, person in possession, or beneficiary, except any part sold to a bona fide purchaser 
for an adequate and full consideration in money or money’s worth.” 

70 The following statement in an answer to an inquiry by a trustee of a retirement plan 
is of some interest in indicating the Commissoner’s atttude: “. .. The Bureau has never 
attempted to enforce personal liability for estate tax against a trustee because of the pay- 
ment of a death benefit under the retirement plan of a corporation or other organization.” 
Letter, dated Apr. 15, 1947, signed D. S. Bliss, Deputy Commissioner, 4A P-H 124,586-B 
(1953). , 
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the extent of the value of such gift.” Under this provision the Commis- 
sioner may proceed against the donee-trustee for gift tax of the donor, but 
the law is by no means settled as to the position which the trustee occupies 
under section 1009." There is a suggestion that the trustee acts merely 
as fiduciary for the beneficiaries and that they are the true donees.”* In any 
event, the position of a donee-trustee where the donor has not paid the gift 
tax is not a particularly happy one, and section 1009 seems a rather ex- 
treme exercise of the taxing power. Except for section 1009, the only 
federal statute which can be invoked to charge a trustee with personal 
liability for gift tax appears to be section 3467. 

We come, then, in the case of all three taxes to a consideration of the 
application of section 3467 to a trustee of a testamentary or inter vivos 
trust. Although bankruptcy trustees, receivers of insolvent estates ap- 
pointed in state proceedings, assignees for creditors, and like persons are 
subject to the risk of liability under section 3467, detailed discussion of 
the liability of such persons is beyond the scope of this paper, and for 
present purposes consideration will be limited to trustees of conventional 
testamentary and inter vivos trusts. 

It is quite apparent that liability under section 3467 is seldom likely to 
arise in the administration of such trusts. For reasons already given in 
connection with the discussion of the personal liability of an executor, it 
is believed that a trustee should not be personally liable, unless at a time 
when the trust is insolvent, the trustee, knowing or on notice of a tax due 
to the United States from the fund which he is administering, pays a debt 
to others. In the light of the cases already discussed, however, recognition 
must be given to the possibility that a distribution of assets of a solvent 
trust to the beneficiaries, or, conceivably, a surrender of them to a suc- 
cessor trustee, will be treated by some court as the equivalent of a payment 
of debt. 

In a case involving a claim of liability asserted against a trustee of an 
inter vivos trust under section 3467, the Tax Court stated that the provi- 
sions of the statute should be applied only in the clearest and most un- 
mistakable reading of their terms.** The Commissioner sought to hold a 
trustee of a trust, established by a non-resident alien for the benefit of his 
divorced wife and minor children, liable for failure to pay a tax. The tax 
in issue was asserted to be due from the settlor on the ground that the ‘- 


71 Mississippi Valley Trust Co. v. Comm’r, 147 F.2d 186 (8th Cir. 1945); compare 
Fletcher Trust Co. v. Comm’r, 141 F.2d 36 (7th Cir. 1944), cert. denied, 323 U.S. 711 
(1944) with Fidelity Trust Co. v. Comm’r, 141 F.2d 54 (3d Cir. 1944). 

72 See Fletcher Trust Co. v. Comm’r, supra note 71, at 40; but cf. Fidelity Trust Co. 
v. Comm’r, supra note 71. For a detailed discussion of the problem of the identity of the 
donee, see Paut, FeperAL Estate AND Girt TAXATION §15.49 (1946 Supp.). 

73 G. P. Fitzgerald, 4 T.C. 494, 504 (1944). 
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come of the trust was attributable to him under the doctrine of Douglas v. 
Willcuts.** The Court said: 


. . only if we can find that the tax was due by the trust estate or its bene- 
ficiaries, on the one hand, or that petitioner was acting in a fiduciary capacity 
for the nonresident taxpayer on the other, and that furthermore petitioner 
with an unhampered election chose to pay a debt due from the taxpayer in 
preference to the latter’s obligations to the United States, can the personal 
liability of the petitioner as a fiduciary be established. 


The Court found the necessary factors missing and held the trustee not 
liable. 


III. ProcepurAL Aspects OF LIABILITY UNDER SECTION 3467 


Generally, the income, estate, and gift tax provisions of the Code relat- 
ing to assessment, collection, and payment, including the period of limita- 
tion for assessment, of the liability of a fiduciary under section 3467 are 
similar to those applicable to the liability of a transferee.” The general pro- 
vision is that the amount of the liability shall, except as otherwise provided 
in the section, “be assessed, collected, and paid in the same manner and sub- 
ject to the same provisions and limitations as in the case of a deficiency 

. . . (including the provisions in case of delinquency in payment after 
notice and demand, the provisions authorizing distraint and proceedings 
in court for collection, and the provisions prohibiting claims and suits for 
refunds ).” 7” 

The Commissioner may, therefore, proceed by a notice of liability to 
the fiduciary who can then petition the Tax Court for a redetermination 
of liability.** This procedure has been followed in a number of cases.” 
The notice to the fiduciary must indicate it is in respect of his personal 
liability.*° Proceeding by notice of liability is not the exclusive remedy for 
enforcement of such personal liability, and the United States may, in an 


74296 U.S. 1 (1935). 

75 4 T.C. 494, 504. For another case recognizing that a trustee of a trust may be liable 
under section 3467, see Marvin H. Gates, CCH Dec. 10,606-H (1939). 

767.R.C. §311 (income tax), §900 (estate tax), and §1025 (gift tax). 

77 Ibid. 

78 See United States v. First Huntington National Bank, 34 F.Supp. 578, 581 (S.D. 
W.Va. 1940), aff’d on opinion below, 117 F.2d 376 (4th Cir. 1941). 

79 See, for example, Edward G. Leuthesser, 18 T.C. 1112 (1952); L. T. McCourt, 15 
T.C. 734 (1950) ; Irving Trust Co., 36 B.T.A. 146 (1937); C. W. Posey, 10 TCM 383 
(1951). 

80 See Estate of L. E. McKnight, 8 T.C. 871, 872 (1947) ; Safe Deposit & Trust Co., 
35 B.T.A. 259, 261 (1937), aff'd, 95 F.2d 806 (4th Cir. 1938) ; Newton H. Neustadter, 15 
B.T.A. 839, 851 (1929). ‘ 








20 TAX LAW REVIEW [ Vol. 9: 


appropriate case, bring suit against the fiduciary.** If the Commissioner 
has given the taxpayer a notice of deficiency and properly assessed the tax, 
the liability of the fiduciary is collectible by direct suit.** 

The statutory period for assessment of the personal liability of a fiduci- 
ary for income tax is, generally, not later than one year after the liability 
arises or not later than the expiration of the period for collection of the 
tax in respect of which the liability arose, whichever is the later.** An addi- 
tional year is also allowed in respect of the liability for estate taxes ** and 
gift taxes.* 

There has been litigation as to the period of limitations applicable to 
suits by the United States to enforce the liability of a fiduciary for income 
and estate taxes. The general rule applicable to collection of income or 
estate tax by a proceeding in court after assessment is that action must be 
brought within six years of assessment.*® The courts have held that an 
action to enforce the liability of the fiduciary is a proceeding in court to 
collect a tax and that the period of limitations within which the action must 
be brought is six years from the assessment of the tax.* 

There is one important respect in which the provisions relating to per- 
sonal liability of the executor for estate tax differ from those relating to 
the personal liability of a fiduciary for income and gift taxes. Under sec- 
tion 825, previously mentioned, the executor may apply to the Commis- 
sioner for determination of the estate tax and for discharge from personal 


81 United States v. Motsinger, 123 F.2d 585 (4th Cir. 1941); United States v. First 
Huntington National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940), aff'd on opinion below, 
117 F.2d 376 (4th Cir. 1941) ; United States v. Munroe, 65 F.Supp. 213 (W.D.Pa. 1946) ; 
United States v. Fisher, 57 F.Supp. 410 (E.D.Mich. 1944); United States v. Weis- 
burn, 48 F.Supp. 393 (E.D.Pa. 1943). 

82 See cases cited in note 81 supra, in all of which, except the Motsinger case, the 
United States won. It lost the Motsinger case on the statute of limitations issue. 

83 T.R.C. §311(b). 

8! Section 900(b) of the Code, relating to estate tax, provides: 

“The period of limitation for assessment of any such liability of a transferee or fiduciary 
shall be as follows: 

“(1) Within one year after the expiration of the period of limitation for assessment 
against the executor. 

“(2) If a court proceeding against the executor for the collection of the tax has been 
begun within the period provided in paragraph (1)—then within one year after return 
of executioin in such proceeding.” 

85 Section 1025(b), relating to gift tax, has exactly the same period of limitation provi- 


sion as §900(b), quoted in note 84 supra, except the word “donor” appears in lieu of the 
word “executor.” 

86 T.R.C. §276(c) (income tax) and §874(b) (2) (estate tax). The gift tax provision is 
similar. I.R.C. §1016(b) (2). 

87 United States v. Motsinger, 123 F.2d 585 (4th Cir. 1941) (income tax); United 
States v. First Huntington National Bank, 34 F.Supp. 578 (S.D. W.Va. 1940) (estate 
tax), aff'd on opinion below, 117 F.2d 376 (4th Cir. 1941). Reliance was placed on 
United States v. Updike, 281 U.S. 489 (1930), a case involving transferee liability. 
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liability therefor, and the Commissioner is required to notify the executor, 
within the period specified in the statute,** of the amount of the tax, and 
upon payment thereof the executor shall be discharged from personal lia- 
bility for any deficiency in tax thereafter found to be due.* There is no 
corresponding provision in the income and gift tax sections of the Code. It 
should be noted that the sections in the income, estate, and gift tax laws 
providing for the giving of notice by a person that he is acting in a fiduci- 
ary capacity and the giving of notice of termination of such fiduciary ca- 
pacity do not purport to impose or terminate a personal liability on the 
fiduciary for tax.*° 


CONCLUSION 


The principal federal statute which can be invoked to impose personal 
liability on an executor or trustee for taxes of the person or estate for 
whom or which he acts is section 3467 of the Revised Statutes. Section 
3467 imposes personal liability where there is insolvency and where the 
fiduciary, with notice of the tax claim, has paid debts due to others than 
the United States or, perhaps, distributed assets of the estate. Cases have 
treated a distribution of assets as the equivalent of a payment of debts due 
to others than the United States, but the statute seems clearly to prescribe 
a payment of such debts as a prerequisite to liability, and the Tax Court 
at least has evidenced an intent to construe the statute as it is written. This 
approach is sound, and if it is felt that the statute does not then impose 
adequate safeguards, consideration should be given to extending its pro- 
visions. As a matter of justice it would be hard to sustain an argument 


that an executor, for example, who paid debts due to others than the 


88 The period specified is “as soon as possible, and in any event within one year after 
the making of such application, or, if the application is made before the return is filed, 
then within one year after the return is filed, but not after the expiration of the period 
prescribed for the assessment of the tax in sections 874 and 875.” 

89 For a discussion of the provisions, see PAUL, FEDERAL EstaTE AND Girt TAXATION 
§13.24. 

90 Section 312 is the provision in the Code relating to notice in respect of income tax. 
It is as follows: 

“(a) Finuctary or Taxpayer.—Upon notice to the Commissioner that any person is 
acting in a fiduciary capacity such fiduciary shall assume the powers, rights, duties, and 
privileges of the taxpayer in respect of a tax imposed by this chapter (except as other- 
wise specifically provided and except that the tax shall be collected from the estate of the 
taxpayer), until notice is given that the fiduciary capacity has terminated. 

“(b) FIpuctary OF TRANSFEREE. —Upon notice to the Commissioner that any person is 
acting in a fiduciary capacity for a person subject to the liability specified in section 311, 
the fiduciary shall assume, on behalf of such person, the powers, rights, duties, and privi- 
leges of such person under such section (except that the liability shall be collected from 
the estate of such person), until notice is given that the fiduciary capacity has terminated. 

“(c) MANNER oF Notice.—Notice under subsection (a) or (b) shall be given in ac- 
cordance with regulations prescribed by the Commissioner with the approval of the Secre- 
tary.” 

The corresponding sections of the Code relating to estate tax and gift tax are §§901 and 
1026, respectively. 
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United States should be personally liable for the taxes and other debts due 
to the United States, but an executor who distributed all the estate assets 
to legatees without providing for debts due to the United States should 
have no personal liability. 

How far an executor should search the record to determine income tax 
or gift tax liability of the decedent remains unsettled. The indications are 
that his responsibility in connection with the income tax particularly may 
not be so great as might be thought. Obviously, this does not mean that 
an executor may shut his eyes to facts which he knows or which he should 
infer from those he does know. But he should be entitled to proceed on the 
theory that the decedent met his tax obligations as they accrued until facts 
come to light which indicate the assumption is unwarranted. 

The present state of the federal law with respect to the personal liability 
of an executor or trustee for the taxes, particularly income, estate, and gift 
taxes, of the person or estate for whom or which he acts appears to be un- 
satisfactory. A statutory revision of the subject may be due, and in that 
event a re-examination of the whole problem would be in order. It could 
be argued that there should not be any special federal statute of the nature 
of section 3467 imposing personal liability on a fiduciary for taxes. In 
support of this position it might be pointed out that section 3466 gives a 
priority to tax claims in insolvency cases, that this priority is normally 
adequate to protect the United States, that by transferee proceedings the 
revenue is safeguarded in distribution cases, that fiduciaries are usually 
bound by local or other laws to: act with prudence for the protection of 
persons having an interest in the estate, and that such a harsh remedy as 
personal liability for another’s taxes should not be imposed. 

On the whole, however, it would seem that the better argument is for 
retention of personal liability by federal statute. Such a provision has been 
in the law for one hundred and fifty years and has apparently not proved 
unduly onerous. Since there is no liability without knowledge of, or notice 
to, the fiduciary of the existence of the debt due to the United States, it 
seems reasonable to impose personal liability on him if he impairs the pri- 
ority of the United States by paying a subordinate debt. If not necessary 
for the protection of the revenue, it is at least an aid in collecting claims. 
By the same token, it would seem sound policy to extend the salute to im- 
pose personal liability if an executor or trustee distributes the estate to 
legatees or beneficiaries without paying federal taxes of which he has no- 
tice. There should not be a similar extension to a fiduciary who transfers 
the estate to a successor fiduciary, at least if the retiring fiduciary gives 
his successor notice of the tax claim. The retiring fiduciary should be en- 
titled to assume that his successor will discharge tax liabilities. 

Any extension of the statute to impose personal liability on a fiduciary 
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who distributes the estate without paying federal taxes of which he has 
notice should surely be coupled with an amendment to the income and gift 
tax provisions of the Code to establish procedure, similar to that in the 
estate tax field,*t whereby a fiduciary can secure discharge from personal 
liability for income and gift taxes. The considerations which support the 
provision in the estate tax field are equally applicable in the income and gift 


tax fields. 





21 T.R.C. §825. 











Excess Profits Tax Termination 
JACQUIN D. BIERMAN 


Tae excess profits tax law terminates on December 31, 1953.* Its cessa- 
tion is generally regarded as abrupt and not through a series of gently 
decreasing rates. This is accurate for calendar year corporations. 

However, taxable fiscal years ended after December 31, 1953 and 
through November 30, 1954 are subject to the tax on a gradually di- 
minishing rate scale. The approximate effective excess profits tax rates 
applicable to these years are as follows: 


APPROXIMATE EFFECTIVE RATES 
First Two Years 
New Corporation 
Ceiling Rate In- 





Regular Ceiling come Under $300,- 
Year Ended Rate at 30% = Rate at 18% 000 at 5% 
Calendar 1953 ........... 30 18 5 
January 31, 1954 ......... 27-1/2 16-1/2 4-7/12 
February 28, 1954 ........ 25 15 4-1/6 
Mates Si, 1954.........3 22-1/2 13-1/2 3-3/4 
BM GG, T9O8. 6 cece esse 20 12 3-1/3 
SF eer 17-1/2 10-1/2 2-11/12 
ND rere 15 9 2-1/2 
OR Se rr 12-1/2 7-1/2 2-1/12 
August 31, 1954 .......... 10 6 1-2/3 
September 30, 1954 ....... 7-1/2 4-1/2 1-1/4 
October 31, 1954.......... 5 3 5/6 
November 30, 1954........ 2-1/2 1-1/2 5/12 
Calendar 1954 2. .cescsess 0 0 0 


This is the result of termination geared to years ending after December 31, 
1953. For any taxable year which overlaps the cut-off date, the tax is 
prorated according to the ratio of the number of days ending prior to 
that effective date to the total number of days in the year.” 


Jacquin D. BrERMAN is a member of J. K. Lasser & Co. 

1As amended by Pub. L. No. 125, 83d Cong., Ist Sess. (1950), §430(a) of the Code 
provides as follows: 

“(a) GENERAL Rute.—In addition to other taxes imposed by this chapter, there shall 
be levied, collected, and paid for each taxable year ending after June 30, 1950, and begin- 
ning before January 1, 1954... .” 

2 Section 430(c) of the Code, as amended by Pub. L. No. 125, 83rd Cong., Ist Sess. 
(1950), requires: 

“(c) Taxable Years Beginning Before January 1, 1954, and Ending After December 31, 

25 
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The method of concluding the law follows consistently the manner of 
its inauguration. The excess profits tax became applicable to all taxable 
years ending after June 30, 1950. Thus corporations, despite variations 
in accounting period, were subject to the effective application of the law 
at the same time on a gradually increasing rate scale.* The excess profits 
tax axe fell on all beginning on July 1, 1950. Similarly it lifts for all on 
December 31, 1953. 

For corporations which have been in business on or prior to July 1, 
1950, theoretically at least three and one-half years, or 42 months, of in- 
come have been subject to the excess profits tax. Actually, four years (if 
calendar years) or five years (if fiscal years) of income have been exposed. 
Since the income for the full year overlapping the commencement or cessa- 
tion date is used as the basis for the tax, followed by a proration based 
upon number of days in the taxable period, up to 64 months’ income could 
actually be exposed to the excess profits tax.* 

This situation was somewhat different under the World War II excess 
profits tax law. There the tax was applicable to the first taxable year 
beginning after December 31, 1939.° Corporations with fiscal years had 
as their first excess profits tax years the years ended in 1941. The tax 
was not applicable to their years ended in 1940 unless begun January 1, 
1940 or later. The first excess profits tax year of a corporation with a 
fiscal year ended November 30 was the year ended November 30, 1941. 
Under the current excess profits tax law, the year ended November 30, 
1950 would have been an excess profits tax year. 

Despite this obvious advantage, however, fiscal year corporations were 
not subjected to the World War II excess profits tax upon their entire in- 
come for fiscal years ended in 1946. When termination of that tax finally 
became possible, it was not removed as to years ending after November 30, 
1946. Instead, it was made inapplicable as to years beginning after De- 
1953.—In the case of a taxable year beginning before January 1, 1954, and ending after 
December 31, 1953, the tax imposed by subsection (a) shall be an amount equal to that 


portion of a tentative tax, determined under subsection (a), which the number of days in 
such taxable year before January 1, 1954, bears to the total number of days in such taxable 


year.” 
Since days and not months are used in the computation, the actual rates will vary slightly 


from the table. There are also special ceiling rates of tax for the third, fourth, and fifth 
year of a new corporation. These are 8, 11, and 14 per cent, respectively, on excess profits 
net income under $300,000. I.R.C. §430(e) (1), added by section 501 of the Revenue Au 
of 1951. For fiscal years ended in 1954 these rates will follow the same pattern as outlined 
in the table. 

8 See Joint Committee Summary of Excess Profits Tax Act of 1950, §1. 

4 For example, if a corporation with a fiscal year ended July 31 had changed its account- 
ing period during the excess profits tax period to a fiscal year ended November 30, five 
years of twelve months each and one short period of four months would be subject to the 
excess profits tax. 

51.R.C. §710(a), as added by section 201 of the Second Revenue Act of 1940. 
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cember 31, 1945.° And additional provisions relating to fiscal years au- 
thorized a proration of tax for a fiscal year beginning in 1945 and ending 
in 1946 according to the ratio of the number of days in the year prior to 
January 1, 1946 to the total number of days in the year.’ There is no 
clue as to the reason for the considerable tax benefit afforded fiscal year 
corporations. Removal as of a fixed date for all corporations was justified 
principally on the grounds of cessation of hostilities and the adverse busi- 
ness effect of the law upon reconversion and expansion. As the Senate 
Finance Committee Report on the Revenue Bill of 1945 ° put it: 


The primary reason for advocating the repeal of the excess-profits tax as 
of the first of 1946 is the belief that this tax is a major obstacle in the way of 
reconversion and expansion of business which are essential for the attainment 
of a high level of employment and income. The tax takes such a large portion 
of corporate profits that most businesses are not willing to take the risk of ex- 
panding their business while this tax is in operation. Other reasons for 
proposing the repeal of this tax at the end of 1946 are: 

(1) One of the major purposes of this tax was to prevent war profiteering. 
With the end of the war, this reason for continuing the tax is removed. 

(2) The longer the excess-profits tax is retained the less the income of 
1936-1939 base period is a proper measure of “excessive” profits. This base 
period will be a particularly poor measure of earnings in the post-war period 
when many corporations will be entering new fields of enterprise or expanding 
their businesses. 

(3) The tax tends to favor old, and well-established businesses, since many 
of them have invested capital which has long ago ceased to contribute toward 
earnings, although it is included in the credit used to determine the excess- 
profits tax. New businesses without such credits based on inflated capital 
bases are thus penalized by the tax. 


Thus, the effect of the chronological termination provisions of the 
World War II and the current excess profits tax is the same. But under 
the former law the fiscal year corporations had a dual advantage: one 
was through the non-applicability of the tax to the fiscal year ending in 
1940 (providing the year began in 1939) ; the second was in the construc- 


6 Section 122(a) of the Revenue Act of 1945: 

“(a) In GENERAL.—The provisions of subchapter E of chapter 2 shall not apply to any 
taxable year beginning after December 31, 1945.” 

7 Section 131(b) of the Revenue Act of 1945: 

“(b) Excess Prorits TaAx.— 

“(1) In Generat.—Section 710(a) (imposing the excess profits tax) is amended by 
inserting at the end thereof the following: 

“(7) TAxaBLe YEARS BEGINNING IN 1945 anp EnpInG IN 1946.—In the case of a 
taxable year beginning i in 1945 and ending in 1946, the tax shall be an amount equal to that 
portion of a tentative tax, computed as if the law applicable to taxable years beginning on 
January 1, 1945, were applicable to such taxable year, which the number of days in such 
taxable year prior to January 1, 1946, bears to the total number of days in such taxable 
year. 

8 Sen. Rep. No. 655, 79th Cong., Ist Sess. 19 (1945); cf. H. R. Rep. No. 1106, 79th 
Cong., Ist Sess. 9, 18, 19, 20 (1945). 
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tion of the excess profits credit based on income which could be based on 
earnings extending into 1940.° 

The current termination provisions of the excess profits tax law directly 
affect the applicability of section 15(c) of the Code.” That section under 
certain circumstances disallows the surtax exemption and the minimum 
excess profits credit to corporations receiving property in post-1950 inter- 
corporate transfers where there is common control of the transferor and 
transferee. Its last sentence limits its applicability : 

This subsection shall not apply to any taxable year with respect to which 
the tax imposed by subchapter D of this chapter [the excess profits tax law] is 
not in effect. 


Since the excess profits tax law is in effect for all taxable years begin- 
ning before January 1, 1954, section 15(c) may then extend to fiscal years 
ending as late as November 30, 1954. 

But in the case of fiscal years beginning before April 1, 1954 and ending 
after March 31, 1954 consider the effect of section 108(k)."* This section 
was written to prescribe the tax calculation covering the reversion of the 
corporate tax rates to 1950 levels. The computation is in two parts: one 
for the pre-April 1, 1954 period geared to section 13 and 15 as applicable 
to years beginning January 1, 1953; the post-March 31, 1954 part is 
geared to those sections as applicable to years beginning on April 1, 1954. 
Section 15(c) could not possibly be applicable to such latter year. Thus, 
for these fiscal years it appears likely that section 15(c) will not deny the 
surtax exemption on the portion of the tax calculation applicable to the 
period after March 31, 1954. 

The regulations under section 15(c)** merely cross-reference the reader 
to those under section 108(k). Those regulations, in a rather cryptic state- 
ment, appear to take the position that section 15(c) is not applicable to 
the post-March 31, 1954 calculation for these fiscal years.** It must surely 
be a legislative oversight that the same principles do not extend to fiscal 
years ending January, February, and March, 1954. 


9 I.R.C. §713(b) (1), defined the “base period” generally as the 48 months preceding the 
beginning of the first excess profits tax year. Thus, a corporation whose fiscal year ended 
November 30 had as its base period the four years ended November 30, 1937 through 
November 30, 1940. With higher levels of income generally experienced in 1940, this base 
period gave a considerable advantage when compared with calendar year corporat! wus. 
Even when the excess profits credit based on income was computed under the “growth 
formula” of §713(f£), which required adjustment of the last base period year ended after 
May 31, 1940, a considerable benefit was still obtained. The invested capital credit, I.R.C. 
§718, also contained accumulated earnings and profits through the fiscal year ended in 1940. 

10 Added by section 121(f) of the Revenue Act of 1951. 

11 Added by section 131(a) of the Revenue Act of 1951. 

12 Reg. 118, Sec. 39.15-2(f). 

13 Reg. 118, Sec 39.108-9(a), particularly the last sentence. 
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A marked distinction between World War II and current excess profits 
tax termination principles is to be found in the treatment of net operating 
loss and unused excess profits credit carry-backs, particularly those occur- 
ring after the close of the excess profits tax period. During the early years 
of the World War II excess profits tax law, demand arose for a deduction 
for a “reserve for reconversion.”” The many uncertainties and difficulties 
foreseen in the administration of such a concept led ultimately to the adop- 
tion of the two-year net operating loss and unused excess profits credit 
carry-back as the method of achieving equity in this area.** The Revenue 
Act of 1950, beginning with the calendar year 1950, revised the net op- 
erating loss averaging provisions to a one-year carry-back and a five-year 
carry-over.° The Excess Profits Tax Act of 1950 picked up these time 
periods for the unused excess profits credits, merely explaining that: *° 

Like the World War II law this bill provides for a carry-back and carry- 
forward of an unused excess profits credit. The carry-back is for 1 year and 
the carry-forward for 5, thus producing the same 7-year averaging period used 
under the net operating loss carry-over for both income and excess profits 
tax purposes. The unused excess profits tax adjustment under World War 
II law was limited to a carry-back of 2 years and a carry-forward of 2 years, 
thus producing an averaging period of 5 years which conformed to the net 
operating loss carry-over provisions of that law. 


Both current law and World War II law authorized losses sustained sub- 
sequent to the excess profits tax period to be carried back in reduction of 
the excess profits tax. The two-year carry-back permissible under World 
War II law has now, of course, been reduced to one year. 

Under both excess profits tax laws the computation of the loss for 
excess profits tax purposes varied from that for income tax purposes. 
Under both laws the loss was recomputed to reflect the interest adjustment 
flowing from the excess profits credit method used.’ World War II law 
required a reduction in the interest deduction of fifty per cent of the in- 
terest on borrowed capital if the invested capital method were used.** Cur- 
rent law requires a reduction of seventy-five per cent of such interest if 
the invested capital credit were used; *° if the income credit were used, 
the reduction in the interest deduction was made under a statutory formula 


14 Sen. Rep. No. 1631, 77th Cong., 2d Sess., 51, 52 (1942). 

157.R.C. §122(b) (2) (B) as added by section 215 of the Revenue Act of 1950. Certain 
other changes have been made in the net operating loss carry-over provisions by section 
330(b) of the Revenue Act of 1951 and section 205 of the Technical Changes Act of 1953, 
but they are not material here. 

16 Sen, Rep. No. 2679, 81st Cong., 2d Sess. 28, 29 (1950); H. R. Rep. No. 9827, 81st 
Cong., 2d Sess. 25 (1950), both on the Excess Profits Tax Act of 1950. 

7 TLR.C. §§711(a) (1) (J) (i), 711(a) (2) (L) (i), and 433 (a) (1) (J) (i). 

18T.R.C. §711(a) (2) (B). 

19T.R.C. §433(a) (1) (N). 








30 TAX LAW REVIEW [ Vol. 9: 


which was also designed to eliminate seventy-five per cent of the interest 
on borrowed capital included in the credit.” 

However, World War II law required that all the excess profits tax 
provisions be applicable in computing the post-excess profits tax losses 
which were carried back to an excess profits tax year.** Consequently, a 
1946 or 1947 loss carried back to 1944 or 1945 had to reflect the appro- 
priate interest deduction. Current excess profits tax law contains no such 
complementary adjustment. Therefore, a 1954 loss, to be carried back to 
1953, is the loss computed for 1954 income tax purposes with no excess 
profits tax interest adjustment. 

Under the World War II law, a net operating loss carry-back could re- 
duce net income and excess profits net income and so create or enlarge an 
unused excess profits credit. This unused credit could in turn be carried 
back two years. Thus, a net operating loss from 1945 could have produced 
an unused excess profits credit for 1943, which could have reduced excess 
profits subject to tax in 1941. Similarly, a net operating loss in 1947 could 
have effected an excess profits tax refund for 1943. 

This concatenation is not possible under current law. Section 432(b) 
explicitly provides that the unused excess profits credit shall be “computed 
without the allowance of any deduction under section 23(s) (relating to 
net operating losses).” There is no expressed reason for this hiatus in the 
averaging system. It places an unwarranted penalty on variances from the 
statutory pattern of income. 

Faithful to the purpose of the.carry-back, but with some misgivings,” 
the World War II law authorized the unused excess profits credit to be cal- 
culated for one year after the repeal of the tax and to be carried back two 
years. Calendar year corporations, therefore, had unused excess profits 
credits available from 1946 to be carried back to 1944. Consequently, a 


20T.R.C. §433(a) (1) (O). 

21 Section 122(b) of the Revenue Act of 1945 stated: 

“(b) Carry-Backs FROM YEARS AFTER 1945, ETc.—Despite the provisions of subchap- 
ter (a) of this section the provisions of subchapter E of chapter 2 shall remain in force 
for the purposes of the determination of the taxes imposed by such subchapter for taxable 
years beginning before January 1, 1946, such determination to be made as if subsection (a) 
had not been enacted but with the application of the amendments made by subsection (c) 
of this section and section 131 of this Act.” 

National Fruit Product Co., Inc. v. United States, 105 F.Supp. 658 (W.D. Va. 1952), 
aff'd, 199 F.2d 754 (4th Cir. 1952), cert. denied, 354 U.S. 950 (1953). 
*2 Sen. Rep. No. 655, 79th Cong., Ist Sess. 19, 29, 30 (1945). At p. 30 the Committee 


warned : 

“There is danger that the operation of the unused excess-profits credit carry-back provi- 
sion, particularly in 1946, may make possible certain abuses. These potential abuses might 
arise through various devices or transactions entered into wholly or in large part for the 
purpose of obtaining refunds of wartime excess-profits taxes through unused credit carry- 
backs, or through transactions having the apparent effect of creating carry-back refunds 
in situations unrelated to the purpose and intent of the provisions allowing carry-backs. 
While various tax-avoidance schemes are already dealt with either by express provision 
in the internal-revenue laws or through court decisions, your committee will give further 
consideration to the necessity or desirability of retroactive legislation in this connection.” 
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net operating loss in 1948 could have given rise to an unused excess profits 
credit in 1946 and an excess profits tax refund for 1944. Fiscal year cor- 
porations had unused credits for years beginning in 1946 and ending in 
1947 prorated according to the number of days prior to January 1, 1947.7 

Under current law there is no unused excess profits credit carry-back for 
any year subsequent to the last excess profits tax year. Calendar year 
corporations do not obtain an unused excess profits credit carry-back from 
1954. Moreover, should the last excess profits tax year be a fiscal year 
beginning in 1953 and ending in 1954, any unused excess profits credit 
for such year must be reduced according to the ratio of number of days 
in the year prior to December 31, 1953 to the total days in the year.”* 
These fiscal year provisions are similar to the World War II rules. 

Three interesting sidelights of the World War II period are not present 
today. Under that prior law, a $1.00 loss arising after the last excess 
profits tax year could have produced refunds in excess of $1.00. A loss 
in, say 1947, might have been carried back to 1945, producing a refund of 
85-1/2 per cent. The unused credit occasioned thereby might have gone 
back to 1943, yielding a further refund of 41 per cent.** The total refund 
earned by the $1.00 loss would have been $1.265. No such accumulation 
is possible now. 

On the other end is the fact that an unused credit under the World War 
II law could have increased rather than reduced the total tax bill. This 
curious circumstance was the consequence of the combination of the post- 
war refund * and the maximum tax limitation of 80 per cent.** Under the 
World War II law the excess profits tax rates were reduced by 10 per cent, 
a post-war refund to be returned at a subsequent date. The aggregate maxi- 
mum normal tax, surtax, and excess profits tax was 80 per cent of the 
corporate surtax net income. This maximum was split into two parts, one 
representing income tax and the other excess profits tax. 

For the years 1942 and 1943, the 80 per cent limitation applied if the 
excess profits credit plus unused excess profits credit adjustment plus the 


23 T.R.C. §710(c) (2), as amended by section 122(c) of the Revenue Act of 1945. 

247.R.C. §432(b), as amended by Pub. L. No. 125, 83d Cong., Ist Sess. (1950). 

°5 The difference between the 95 per cent tax rate and the post-war refund, or current 
credit, of 10 per cent of 95 per cent or 9-1/2 per cent. 

26 Any reduction in income subject to excess profits tax on account of an increase in 
excess profits credit or unused excess profits credit adjustment increased the income sub- 
ject to income tax through the provisions of I.R.C. §26(e). This percentage figure is the 
difference between the net excess profits tax rate after post-war refund 81 per cent (90 
per cent less 9 per cent) and the normal tax and surtax rates of 40 per cent. 

27 I.R.C. §780. This refund had been designed to assist in reconversion of industry to 
peace time. See H. R. Rep. No. 1106, 79th Cong., Ist Sess. (1945). 

°8T.R.C. §710(a) (1) (B), as amended by section 202 of the Revenue Act of 1942 and 
section 202(b) of the Revenue Act of 1943. 
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specific exemption were less than 20 per cent of the excess profits net in- 
come. It applied for 1944 and 1945 if these amounts were less than three- 
elevenths of the excess profits net income. An unused excess profits credit 
carry-back might not have been large enough to bring the tax calculation 
out of the 80 per cent limitation. In such case, the total tax would have 
been the same—80 per cent of surtax net income. But the portion repre- 
senting excess profits tax would have been smaller, since the unused excess 
profits credit carry-back would have reduced the amount of income subject 
to excess profits tax. Thus, the post-war refund would have been 10 per 
cent of a smaller amount and the net total tax larger. These results are 
not possible under current law, since there is no post-war refund and since 
the maximum tax calculation is based upon a different formula.*° 

And finally, until it was repealed by section 304(e) of the Excess Profits 
Tax Act of 1950, effective with respect to taxable years ending after 
June 30, 1950, section 122(d)(6) authorized the deduction of a World 
War II excess profits tax “paid or accrued within the taxable year” in 
computing the net operating loss for such year. Under that section it has 
been held variously that an accrual basis corporation could *° and could 
not ** deduct a World War II excess profits tax in the year of payment in 
computing its net operating loss for carry-over or carry-back purposes. 
Because of the specific language of the World War II law, however, a 
corporation could not have obtained the benefit, say, of a 1944 excess 
profits tax deficiency paid in 1946, which in turn became part of the net 
operating loss for that year to be carried back to 1944. 

A considerable market has developed for so-called loss companies to 
provide “tax shelter” for current and expected profitable operations. These 
are normally companies with net operating loss carry-overs or potential 
current losses. The mechanics of acquisition have been for the loss cor- 
poration to acquire and to operate the profitable business. Transfer of the 
loss corporation into the profitable corporation means the unavailability of 
the loss carry-overs.** 

Under current law, while a loss in the post-excess profits tax period 
cannot be used as a carry-back to create or increase an unused excess 


29 Under the current law the excess profits tax ceiling rate is based upon excess profits 
net income rather than surtax net income as in the World War II law. 

30 Olympic Radio & Television, Inc. v. United States, 108 F.Supp. 109 (Ct.Cl. 1952), 
adhered to after motion for rehearing, F.Supp. (Ct.Cl. Mar. 3, 1953) ; 
W. L. Maxson Corp., 12 TCM 40 (1953). 

31 Lewyt Corp., 18 T.C. No. 1245 (1952); but cf. Robert Reis & Co., 20 T.C. No. 36 
(1953). 

32 T.R.C. §§711(a) (1) (J) (i) and 711(a) (2) (L) (i). 

83 New Colonial Ice Co. v. Comm’r, 292 U.S. 435 (1934); but cf. Stanton Brewery, 
Inc. v. Comm’r, 176 F.2d 573 (2d Cir. 1949) (involving unused excess profits credits), 
which has not since been followed. 
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profits tax credit, the one-year loss carry-back is still available to reduce 
the income and excess profits tax for the preceding year. Thus, a loss in 
1954 could be carried back to 1953 to produce a refund. At current rates 
this refund could be as much as 82 per cent. Under those circumstances, 
if business reasons should dictate the acquisition of a business with fore- 
seeable potential losses, the profitable company should acquire the “‘loss” 
company if a net operating loss carry-back to 1953 were desirable ; the re- 
verse acquisition is indicated if it should be more desirable that past losses 
be carried forward. 

Business division can also produce the same result. Suppose that Corpo- 
ration A operated two businesses. Estimates for 1954 indicate that one 
will show a substantial loss. Assuming sound business reasons, it would be 
possible to spin-off or split-off the profitable business into a new corpora- 
tion. The new corporation would pay tax, of course, on its full profits 
without offset by the losses of the business remaining in dA. A’s losses, 
however, would be carried back to 1953, and with a consequent refund of 
income and excess profits tax. If the income tax rates remain the same for 
1954 as they are for 1953, the net tax saving would be the excess profits 
tax refund for 1953. 

If business reasons call for corporate division, excess profits tax termi- 
nation may bear upon the date selected. Since the law is not applicable to 
years beginning on or after January 1, 1954, new corporations resulting 
from business division after that date will not be subject to the excess 
profits tax. Business division prior to January 1, 1954 will find the tax 
applicable to the first year of the new corporation. 

Business division involving the transfer of assets will have the effect of 
reducing the excess profits credit of the transferor, since there is either a 
loss of assets or a replacement of “admissible” assets by “inadmissible” 
assets or stock in a member of a controlled group.** Virtually all tax-free 
transfers under Part II *° of the excess profits tax law are accompanied 
by a reduction in the income credit of the transferor.*° The same is true 
where the transferor is on the invested capital method.** 

The problem of timing, therefore, resolves itself into a question of 
arithmetic as to the effects upon the transferor and transferee. In the case 
of calendar year corporations, if the loss in credit to the transferor equals 
the credit acquired by the transferee, there is usually no excess profits tax 
benefit in business division prior to January 1, 1954. 

There are circumstances, however, where this rule does not hold. For 


34 See I.R.C. §§440 and 435(g) (4) and (6). 
85 L.R.C. §§461-464. 

86 T.R.C. §461(c). 

87 L.R.C. §437. 
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example, division of a segment of a business which becomes exempt from 
the excess profits tax, as for example, a personal holding company,** a 
personal service corporation,*® or a Western Hemisphere corporation,“ 
might make division desirable prior to January 1, 1954. Also, the use of a 
different taxable year by the new corporation might make a difference.* 
If the new corporation would be entitled to the benefits of the $25,000 
minimum excess profits credit,*? with the transferor losing less than 
$25,000, early division would be desirable. 

Division prior to January 1, 1954 might be indicated if the ceiling rate 
of excess profits tax ** is applicable to one of the corporations after the 
division. The substitution of 18 per cent for 30 per cent could have the 
effect of generating a smaller tax, even though the ceiling rate is applied 
to the total excess profits net income rather than to the adjusted excess 
profits net income. Division which leaves the remaining corporation with 
an unused excess profits credit to be carried back to the prior year is 
particularly productive of excess profits tax saving. 

Fiscal year corporations face all these ramifications of excess profits 
tax termination and more. Assume a corporation whose year ends June 30, 
1954, so that it is subject roughly to one-half of the 30 per cent excess 
profits tax or the 18 per cent ceiling rate. Assume that its business is sea- 
sonal so that it anticipates a loss during the first six months and profits 
during the second six months. Business division on January 1, 1954 which 
places most of the six months’ profit in the new corporation may allow the 
remaining corporation to carry back its net operating loss, as well as ap- 
proximately one-half of any unused excess profits credit, thereby giving a 
refund for the preceding year at the full excess profits tax rate. Failure 
to divide would simply offset the losses against the profits for the year 
ended June 30, 1954 at roughly one-half of the excess profits tax rate. 

The opposite desideratum is involved where the seasonal business pro- 
duces profits during the first six months of the fiscal year and losses during 
the latter six months. In such event, business division on January 1, 1954 


88 L.R.C. §454(d). 

39T.R.C. §449. The exemption here is elective. See Farnham Mfg. Co., 13 T.C. 511 
(1949). 

40 T.R.C. §§454(f) and 109. 

41 Because of the fact that a lesser effective tax rate would be applicable if the :.cw 
corporation had a fiscal year ending after December 31, 1953. 

42 T.R.C. $431. There are, in addition, many instances where, because of the various re- 
lief provisions, the total excess profits credits after the division are in excess of the credits 
prior to division. 

43 T.R.C. §430(a) (2), as amended by section 121(b) of the Revenue Act of 1951. Under 
I.R.C. §430(e), as added by section 501 of the Revenue Act of 1951, there are special 
low ceiling rates of tax for “new corporations” which have commenced business after 


July 1, 1945. 
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might prevent use of the losses against profits for the last year subject to 
excess profits tax. Assuming that business considerations permit. division 
were better left until after the close of the fiscal year. 

World War II excess profits tax law contained no provision for transfer 
of excess profits credits, except in instances of acquisition of substantially 
all the assets of another corporation.** Consequently, business division of 
the type possible today was not then feasible.** 

The excess profits tax terminal date will also affect action looking to- 
ward liquidation. For excess profits tax purposes, any year of less than 
12 months must be annualized under one of two systems.** One method 
places the short period income on a 12 months’ basis by multiplying the 
actual monthly average by 12. After application of the excess profits credit 
and the pertinent rate of tax, the total is then prorated according to the 
actual number of months in the year. The second, a “relief” method, 
permits a full actual 12 months’ income to be used as the base for the 
computation. The resulting tentative tax is then reduced according to 
the ratio which the short period excess profits net income bears to the total 
excess profits net income used. 

Obviously, then, the time for liquidation depends upon the past and 
anticipated flow of income. If it is earned ratably over the year, timing 
is unimportant ; if earned predominantly during the expired portion of the 
year, liquidation should await the end of the year. If the principal portion 
of the income is to be earned subsequently, as in the case of a business to be 
conducted as a partnership or proprietorship in the future, liquidation 
should take place promptly. These observations apply equally to calendar 
year corporations and to those with fiscal years ending after December 31, 
1953. 

Considerations similar to these arose under World War II excess profits 
tax law. At that time, in order to secure the benefit of unused excess 
profits credit carry-backs, the process of liquidation was often extended 
over a long period of time. The liquidation process produced diminished 
income and thus the unused excess profits credit. In these instances, the 
Commissioner of Internal Revenue took the somewhat extreme position 
that a corporation in liquidation was not the same entity as that corpora- 
tion in operation. Consequently, he argued, no carry-back at all was avail- 
able. At first, this position was sustained by the Tax Court.*” Upon re- 


447.R.C. §§740-744, Supp. A. 

45 At that time the tax-free acquisition of other corporations could have resulted in in- 
creased excess profits credits under Supp. A, supra note 44, or Supp. C (1.R.C. §§760 and 
761). If these contributed to unused excess profits credits, carry-backs from the first post- 
excess profits tax year were then available. However, see I.R.C. §129. 

46T.R.C. §433(a) (2). 

47 Wier Long Leaf Lumber Co., 9 T.C. 990 (1947). 
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view, however, this highly unrealistic view was rejected.** Adopted instead 
was the concept of de facto liquidation. The corporate identity was recog- 
nized, and the life of the corporation was continued to the time where 
distribution of assets had actually proceeded to the point—or could reason- 
ably have proceeded to the point—of effective liquidation. Unused excess 
profits credits subsequent to the point of de facto liquidation were thereby 
eliminated. 

Simultaneously, another line of cases arose which held that so long as 
the corporation was not dissolved, retained some assets, and was required 
to file a tax return, its corporate existence could not be terminated.*® Ac- 
cordingly, unused credits (except to the extent reduced on account of the 
distributions) were available to be carried back to the two prior years. 
These principles applied to liquidations extended into the first post-excess 
profits tax year as well as to liquidations during the excess profits tax 
period. 

Under current law the importance of a long liquidation has been mini- 
mized with the reduction of the carry-back period to one year. In a further 
effort to avoid the long liquidation problem, current law has incorporated 
a most unusual provision in section 432(e). That section provides that 
if a corporation (1) completes the distribution of substantially all of its 
assets in liquidation, or (2) completes the conversion of substantially all 
of its assets into assets not held in good faith for the purposes of the 
business, any unused excess profits credit for that year shall be reduced 
by the percentage which the number of days in the year prior to the dis- 
tribution or conversion referred to bears to the total number of days in 
the year. 

This section is apparently a safety device intended to cover all possible 
approaches to liquidation. If the year ends with the date of substantial 
distribution or conversion, section 432(e) is not needed, for in such case 
the number of days preceding distribution or conversion would be identical 
with those in the short period. If the year is not considered to end pre- 
maturely, then section 432(e) is applicable but inequitable. In such event, 
there would be a reduction in credit because of the distribution.°° There 
should not be a second reduction on a temporal percentage basis. If there 
has not been a distribution but merely a conversion of assets with a diminu- 
tion of income, there may be an unwarranted unused credit which wotiu 
merely be reduced by section 432(e) instead of being eliminated com- 


48 Wier Long Leaf Lumber Co. v. Comm’r, 173 F.2d 549 (Sth Cir. 1949), followed 
by a considerable line of cases. The Tax Court has since modified its original views. Sce 
Whitney Mfg. Co., 14 T.C. 1217 (1950). Cf. Roeser & Pendleton, Inc., 15 T.C. 966 (1950). 

49 United States v. Kingman, Jr., 170 F.2d 408 (5th Cir. 1948); Comm’r y. Alleghany 
Broadcasting Corp., 179 F.2d 844 (3d Cir. 1950). 

50 L.R.C. §§435(g) (4), 437(e), 458(e) (2). 
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pletely. Finally, the Treasury regulations relating to short taxable years 
would seem to negate the usefulness of section 432(e) except in conversion 
cases not accompanied by distribution of assets.** These are, however, 
likely to be in the minority. 

A liquidation of a corporation with a fiscal year ended after Decem- 
ber 31, 1953, which shows an unused excess profits credit, compels some 
involved computations. First, it must be determined whether the year ends 
at the close of the full 12 months or at some earlier date. If earlier, so 
that there is a short period, income must be annualized ; the excess profits 
credit adjusted ; the unused excess profits credit determined, reduced under 
section 432(b) because of the tentative annualization, reduced further 
under section 432(b) by the ratio of the period prior to January 1, 1954 
to the total days in the year, and then further reduced by the section 432(e) 
percentages (if the year ends with the distribution or conversion of sub- 
stantially all the assets, this latter reduction is illusory). If the year is a 
full taxable year, annualization will not be required, and there will be only 
two reductions on account of the January 1, 1954 overlap and section 
432(e). 

The December 31, 1953 excess profits tax terminal date is also an im- 
portant factor to be considered in the commencement of new business op- 
erations. A new business started prior to that date in corporate form will, 
of course, be subject to the excess profits tax. Consequently, operation in 
partnership or proprietorship form until January 1, 1954 might be desir- 
able. If business compulsions preclude such business forms, the determi- 
nation of the corporation’s first taxable year must be carefully considered. 

Assume, for example, a new corporation which started business Septem- 
ber 1, 1953, and which will earn most of its next 12 months’ income by the 
end of 1953. If such corporation closes its first taxable year on Decem- 
ber 31, 1953, it must annualize its income for the excess profits tax cal- 
culation. Unless it will be able to secure some benefit from the “relief 
method” of annualization, the choice of such a year will have the effect of 
subjecting the income to the full excess profits tax rates. If it permits the 
year to run a full 12 months, no annualization will be required and the 
excess profits tax will be only approximately 33-1/3 per cent of the full ex- 
cess profits tax rates. Contrariwise, if the corporation anticipates losses 
after January 1, 1954, it might be better not to choose a short taxable year 
but to close the accounting period on August 31, 1954. 

Terminal provisions affecting corporations filing consolidated returns 
followed the same general pattern as those affecting separate corporations 
under both World War II and the current excess profits tax laws.** As in 


51 Reg. 130, Sec. 40.433(a)-3(c) (1). 


52 Section 122(d) of the Revenue Act of 1945 expressly authorized carry-backs from 
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the case of separate corporations under the World War II law, it was nec- 
essary to prepare a non-taxable excess profits tax return in order to ascer- 
tain the existence of a post-excess profits tax period unused excess profits 
credit carry-back. The type of income tax return governed whether the 
computation was on a separate or consolidated basis.** 

Generally speaking, current losses of affiliated corporations are first ab- 
sorbed against current income of the other members of the group.** Thus, 
post-excess profits tax period losses, which might otherwise have been car- 
ried back with an excess profits tax advantage if separate returns had been 
filed, will only offset income subject to normal and surtax. If there is a 
consolidated return filed in the first post-excess profits tax year and a con- 
solidated net operating loss results, such loss will be carried back or for- 
ward against consolidated income of the group for the prior or past years.™ 
If any members of the group have filed separate returns in those- other 
years, the portion of the consolidated net operating loss attributable to 
such corporations is separately ascertained and is separately used by them 
against their prior or subsequent separate return income.** And if a cor- 
poration was a member of an affiliated group filing a consolidated return 
for the last excess profits tax year but files a separate return for the next 
year, its net operating loss for that year must be carried back against the 
consolidated income for the preceding year, but only to the extent of that 
corporation’s income for such year.* 

Excess profits tax termination will undoubtedly have many other eco- 
nomic and tax ramifications. It seems likely that corporate distributions 
which have the effect of reducing excess profits credits will be held to a 
minimum until after December 31, 1953. Borrowings, which have had the 
effect of increasing or maintaining borrowed capital in the excess profits 
credits, and which may no longer be needed, will be repaid after the termi- 
nation date. 

Problems arising from the cessation of the excess profits tax are quite 
numerous and often more subtle than those created by the imposition of 
the tax. They deserve equal study and analysis. 
consolidated returns filed for the year after the close of the World War II excess profits 
tax period. Sen. Rep. No. 655, 79th Cong., Ist Sess. 30 (1945), adverted to some of 
the types of cases which might be encountered. 

53 Reg. 110, Sec. 33.31(h). 

54 Reg. 129, Secs. 24.31(a) (1), 24.31(b) (1). 

55 Reg. 129, Secs. 24.31(a)(3) and (4), 24.31(d). 


56 Reg. 129, Sec. 24.31(d). 
57 Reg. 129, Secs. 24.31(a) (4) and 24.31(b) (3). See also Sec. 24.31(b) (4). 
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Tax Effects Of Sales Of Life Interests In 
Trusts 


How To Eat Your CAKE AND Have IT 


WILLIAM T. PLUMB, JR. 


66 

a said the Grouch, “wants us to find ways to convert his 
income into capital gain.”’ 

“That’s a good trick,” replied the Bright Young Man, “but I can do 
better. I know how to convert ordinary income into tax-free capital, with- 
out benefit of an exemption statute. 

“Recently the tax services, and even the American Bar Association J our- 
nal,* have shown marked enthusiasm for the device of selling one’s life 
interest in a trust either to the remainderman or to a third party. It is now 
firmly established that the life beneficiary has a capital gain or loss on the 
transaction.? The recent development which has renewed interest in the 
device is a decision (which the Government has appealed) allowing the 
remainderman to write off his cash outlay for the life interest over the 
beneficiary’s life, despite the fact that as a result of the transaction he owns 
the fee outright.® 

“Almost without exception, the comments have overlooked the most 
startling aspect of these decisions.* When a life beneficiary commutes his 
right to future ordinary income into a lump sum of $100,000, he does not, 
under the decisions, have a capital gain of $100,000. On the contrary, he 


may have a negligible amount of taxable gain® and may even have a de- 


WuiaM T. Pius, JR. is a member of the New York and District of Columbia Bars, 
is associated with the firm of Hogan and Hartson, Washington, D. C., and was formerly 
Assistant Head, Civil Division, Office of Chief Counsel, Bureau of Internal Revenue. 

139 A.B.A.J. 97 (Feb. 1953). 

2 Bell’s Estate v. Comm’r, 137 F.2d 454 (8th Cir. 1943); McAllister v. Comm’r, 157 
F.2d 235 (2d Cir. 1946), cert. denied, 330 U.S. 826 (1947); Allen v. First Nat. Bank 
& Trust Co. in Macon, 157 F.2d 592 (5th Cir. 1946), cert. denied, 330 U.S. 828 (1947). 
Cf. Quigley v. Comm’r, 143 F.2d 27 (7th Cir. 1944). 

8 Bell v. Harrison, 108 F.Supp. 300 (N.D.IIl. 1952), on appeal, 7th Cir. 

4Except for the Rewrite Bulletin in 535 CCH 8707, the other tax services and tax 
letters examined by the writer used examples in which the entire proceeds were deemed 
capital gain without allowance of a basis. 

5In Allen v. First Nat. Bank & Trust Co. in Macon, note 2 supra, the receipt of 
$35,000 in payment for a life interest in trust resulted in taxable gain of only $863.08. See 
district court decision in 65 F.Supp. 128 (M.D.Ga. 1946). : 


39 








40 TAX LAW REVIEW [Vol.9: 


ductible loss.* Although he had no right to recover a basis by amortization 
against the annual income payments,’ the sale of his interest is held to en- 
title him to offset a basis against the proceeds of the sale. The sale, by 
which he realizes the present value of a series of future income payments, 
will result in no taxable income at all, unless the underlying corpus has 
appreciated since the basis date and such appreciation is reflected in the 
price received for the life interest.® 

“In order to understand the problem, we should first examine the regula- 
tions governing the basis of interests in property which, by gift or will, 
has been divided into a legal or equitable life interest and a remainder. The 
law fixes the basis of ‘the property’ by reference to the donor’s basis or the 
fair market value at the time of the transfer, as the case may be.* That 
fixed or ‘uniform’ basis applies to the entire property transferred, the ag- 
gregate of all the interests that may have been created in it.*° The propor- 
tions in which that uniform basis is allocated to the remainderman and to 
the holder of the life interest do not remain constant, however, but are ad- 
justed to the date of sale so as to reflect the change in the relative values 
of their interests on account of the passage of time.** An example, which 
will be referred to throughout this discussion, will illustrate the point : 

“Jones creates a trust consisting of securities having a cost basis to him 
(if the trust is inter vivos) or a value at his death (if created by will) of 
$1,000,000. His widow (age 60) is to receive the income for her life, with 
a remainder to his son John. At the time of death the basis of the life es- 
tate is the commuted value of a hypothetical annuity at the rate of three and 
one-half per cent, as determined from Table I in the Estate Tax Regula- 
tions.*” At age 60 the widow’s interest would be 11.3369 times the hypo- 


6In McAllister v. Comm’r, note 2 supra, the taxpayer commuted her life interest in 
future ordinary income of a trust into a cash payment of $55,000 and claimed a loss of 
$8,790.20. Sce also, Sayers F. Harman, 4 T.C. 335 (1944) Acq.; Estate of Johnson N. 
Camden, 47 B.T.A. 926 (1942), aff'd, 139 F.2d 697 (6th Cir. 1943). 

7LR.C. §§22(b) (3), 24(d). Cf. Irwin v. Gavit, 268 U.S. 161 (1925). See the Com- 
missioner’s argument as stated in Sayers F. Harman, note 6 supra. 

8 Despite the Cassandra-cries of a little band of willful men (including the writer), the 
Government never separated the capital gain and basis issues but conceded that if the 
sale was a capital gain transaction a basis was allowable. In the cases cited in note 2 
supra, only the capital gain issue was argued, and when it was decided adversely, a basis 
was allowed by stipulation in computing the amount of the judgment. The basis questie 
seems to have been argued in Sayers F. Harman, note 6 supra, as part of the larger issue. 

9T.R.C. §113(a) (2) and (5). 

10 William H. Slack, Jr., 36 B.T.A. 105 (1937) Acq. Cf. Crane v. Comm’r, 331 U.S. 1 
(1947). 

11 Reg. 118, Secs. 39.113(a)(2)-1(b) and 39.113(a) (5)-1(b), (e), and (f). See also, 
I.T. 3911, 1948-1 Cum. Butt. 66. 

12 Reg. 105, Sec. 81.10(i). Prior to 1952 the Tables used a four per cent rate of return 
and an obsolete mortality table. Recently, overwhelmed by realism, the Bureau has not 
only modernized its life expectancies and brought the rate of return more in line with 
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thetical annuity of $35,000 or $396,791.50. The value of the remainder- 
man’s interest, determined from the same table, is 60.321 per cent of the 
value of the property, or $603,210.00.** 

“Ten years later, when it becomes necessary to determine the basis for 
gain or loss on a sale of the life interest or the remainder, or both, the 
property has become worth $1,500,000. The basis of the entire property 
remains $1,000,000, but the basis of each interest has changed. The basis 
of the life interest, adjusted to age 70, is now only $273,700.00 (7.8200 
times $35,000), while the basis of the remainder is $726,300.00 (72.63 
per cent of $1,000,000) .** 

“When the life beneficiary dies, if there has been no sale meanwhile, the 
remainderman has the full basis of $1,000,000, as if he had received the 
property directly from the donor or decedent, without the intervention of 
the life estate.*° 

“Now,” said the Bright Young Man, “suppose that at age 70 Mrs. Jones 
sells her life interest to Cousin Elmer, the banker, for $410,550.00 in cash, 
that being the commuted value of her remaining life interest in the prop- 
erty as appreciated.*® Instead of being taxable at ordinary income rates on 
some $52,500 a year for the rest of her life, she converts two-thirds of it 


modern conditions (T.D. 5906, 1952-1 Cum. Butt. 155), but it has also withdrawn its 
non-acquiescences in some of the cases which permitted showing that a different rate of 
return than was used by the Tables was appropriate for the particular trust property 
[Huntington Nat. Bank, 13 T.C. 760 (1949) Acq.; Hanley v. United States, 63 F.Supp. 
73 (Ct.Cl. 1945) ; Security First Nat. Bank of Los Angeles, 35 B.T.A. 815 (1937)] and 
that the health of the particular life beneficiary made standard life expectancy tables inap- 
propriate [Huntington Nat. Bank, supra; Estate of John H. Denbigh, 7 T.C. 387 (1946) 
Acq.; Nellie H. Jennings, 10 T.C. 323 Acq.; Estate of Nicholas Murray Butler, 18 T.C. 
914 (1952) Acq.]. To avoid complicating the problem further, we shall assume that 
Mrs. Jones is in normal health and that the property earns three and one-half per cent. 

13 Prior to the 1952 amendment, the Tables assumed that the life tenant died at the be- 
ginning of the year of death and that the remainder commenced at the end of such year, 
so that the total value of life estate and remainder was less than the value of the property. 
I.T, 3911, note 11 supra. This fault has been eliminated in the new Tables. 

14 Despite the regulations, those cases which have passed on the amount of the basis 
(rather than leaving it to stipulation) have valued the life interest as of the date of the 
grantor’s death, without adjusting for the passage of time. Allen v. First Nat. Bank & 
Trust Co. in Macon, 157 F.2d 592 (5th Cir. 1946), cert. denied, 330 U.S. 828 (1947); 
Quigley v. Comm’r, 143 F.2d 27 (7th Cir. 1944) ; Sayers F. Harman, 4 T.C. 335 (1944) 
Acq. Thus, a beneficiary, who has enjoyed the income of a trust for 30 years, might sell 
his interest for its remaining worth and claim a loss, even though the property might have 
appreciated. See dissent in Sayers F. Harman. If the property is depreciable, the basis is, 
of course, adjusted downward, and such adjustment is apportioned between the beneficiary 
and remainderman in the ratio of their interests as of the time the basis is to be deter- 
mined. I.T. 3911, note 11 supra. 

15 Helvering v. Reynolds, 313 U.S. 428 (1941) ; William H. Slack, Jr., note 10 supra; 
G.C.M. 19884, 1938-1 Cum. Butt. 290. 

16 The hypothetical three and one-half per cent annuity on the then value of $1,500,000 
is $52,500 a year. i . 
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to tax-free capital through offsetting a basis of $273,700 (which she could 
never have used to offset the trust income), and the balance is capital gain.” 

“But,” asked the Grouch, “does the revenue really lose by the allowance 
of a basis to the life beneficiary on such a sale? Doesn’t the remainderman 
lose an equal amount of the basis he would otherwise have had after the 
death of the beneficiary ?” 

“That is true,” said the Bright Young Man, “at least where the life 
beneficiary and the remainderman join in selling their interests to a third 
party, in which event they would divide the $1,000,000 basis in proportion 
to the values of their respective interests ** and the remainderman would 
give up his chance to use the whole $1,000,000 basis after his mother’s 
death. On the other hand, there is a strong probability that if the remain- 
derman retains his interest, he will enjoy the full basis after the termina- 
tion of the life interest, and the life beneficiary will have enjoyed a free 
gift of basis from nobody but Uncle Sam. 

“Where the life interest is sold tc a third party and the remainder is not 
sold, the beneficiary, under the decisions, is allowed to recover tax-free a 
portion of the basis of the whole property (assumed here to be $273,700) ; 
and the purchaser, having only a terminable interest, amortizes his pay- 
ment to the beneficiary against the income he receives,** so that, in large 
part, the trust income is taxed to no one, whether as capital gain or other- 
wise. Perhaps it would not be quite so bad if that resulted in the remain- 
derman’s exhausting some of the basis he would otherwise enjoy after the 
beneficiary’s death.”® But it is not.at all clear that such is the result. So far 
as the remainderman is concerned, after the life interest expires (whether 
the latter is then owned by his mother or a third party), he owns ‘the prop- 
erty’ and his interest relates back to the original basis date.*° He may well 
be entitled to the full $1,000,000 basis despite the intervening transaction 
between other parties, which in no manner affected his interest in the 
property.” 

17G.C.M. 14693, XIV-1 Cum. Buty. 197 (1935); I.T. 3911, 1948-1 Cum. Butt. 66. 

18 The question litigated in Bell v. Harrison, note 3 supra, whether the life interest 
merges in the fee held by the remainderman, does not arise when a third party purchases 
the life interest, and his right to amortize his cost is unquestioned. 

19 Sec text accompanying notes 26 ff. infra. 

20 See note 15 supra. See also Reg. 118, Sec. 39.113(a) (5)-1(b) (1). 

21 The duplication of basis may reflect itself in another way, since the trustee has a basis 
as well as that shared by the beneficiary and remainderman. Suppose a trust corpus origi- 
nally worth $100,000 declines in value to $50,000. The life beneficiary sells her interest and 
deducts a loss (proportioned to her then interest in the property). Then the trustee sells 
the property itself and takes a $50,000 loss, since (despite the transfer of the equitable 
interest) he has the original basis for the property “acquired by bequest.” However, if 


the trustee converts the property before the beneficiary sells, this particular duplication 
will not occur. The property acquired by reinvestment is not property “acquired by be- 
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“As a matter of fact, the same result may follow even if the remainder- 
man himself purchases the life interest. The amount which he pays to the 
beneficiary may be amortizable by him, under the recent district court de- 
cision,** or it may have to be capitalized ; but either way he gets credit for 
it as an additional investment in the property.** Therefore, if in addition 
to that added cost, he is allowed after the life beneficiary’s death to use 
$1,000,000 as the basis of ‘the property’ acquired by gift or bequest, there 
is the same duplication of basis as if the sale of the life interest had been 
made to a third party. 

“The decisions to date have considered the remainderman’s basis only 
where there has been no sale of the life interest,** or where only the ques- 
tion of amortizing the added cost of acquiring the life interest was in- 
volved.*” It remains to be seen whether the remainderman, who holds his 
interest until after the beneficiary’s death, will be restricted to the amount 
of basis which was not consumed by the beneficiary in computing gain or 
loss on the sale of the life interest.” 

“In my opinion,” said the Grouch, “you have become exercised over 
nothing. I think the remainderman will lose as much basis as the bene- 
ficiary uses, for this reason: The beneficiary and the remainderman are 
treated so much as a unit for basis purposes that anything of a capital 
nature that happens to the property during the beneficiary’s life may affect 
the remainderman’s basis.*° If the property is depreciable, the beneficiary 
deducts depreciation, but it draws down the remainderman’s basis.” If a 
building with a 50-year life is erected by the life tenant of realty, she may 
deduct depreciation only at two per cent rather than at a rate measured by 
her life expectancy, and at her death the remainderman will get the benefit 
of her unexhausted cost.** When the life beneficiary offsets a portion of 


quest,” and the beneficiary’s basis for that portion of her interest in the trust is not a por- 
tion of the date-of-death value but her proportionate share of the trustee’s cost. Helvering 
v. Reynolds, note 15 supra, at 434; Reg. 118, Sec. 39.113(a) (5)-1(d). 

22 Bell v. Harrison, 108 F.Supp. 300 (N.D.IIl. 1952), on appeal, 7th Cir. 

23 A possible argument to the contrary might be made, on the theory that the full value 
of the property is taken into account in the basis allowed to him under section 113(a) (5), 
and nothing additional may be allowed for a sum which he pays to perfect (or accelerate) 
that interest. O’Malley v. Yost, 189 F.2d 331 (8th Cir. 1951). But cf. Frank v. Comm’r, 
51 F.2d 923 (3d Cir. 1931). Such analysis, however, might serve merely as added justi- 
fication for allowing the payment, not as a permanent addition to basis (since it does not 
enhance the value), but as an amortizable cost of enjoying the property from an earlier 
date (as allowed in Bell v. Harrison, note 22 supra). Cf. Atwater Kent Mfg. Co. v. 
Comm’r, 43 F.2d 331 (3d Cir. 1930). 

24 William H. Slack, Jr., 36 B.T.A. 105 (1937) Acq. 

25 Bell v. Harrison, note 22 supra; H. Edward Wolff, 7 T.C. 717 (1946) Acq. 

26 Reg. 118, Sec. 39.113(a) (5)-1(e). 

27 T.R.C. §23(1) ; 1.T. 3911, 1948-1 Cum. Butt. 66. 

28 Penn v. Comm’r, 199 F.2d 210 (8th Cir. 1952), cert. denied, 344 U:S. 927 (1953). 
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the uniform basis of the property against the proceeds of the sale of her 
interest, she reduces the basis of ‘the property’ by that much,” and the 
reduction is a charge to capital account which equally affects the basis of 
‘the property’ when it comes into the remainderman’s hands.” *° 

“That view is tenable,” condescended the Bright Young Man, “although 
I wonder whether a court would extend the depreciation rule so far as to 
enable the life beneficiary, by a voluntary act to which the remainderman 
may not even be a party, to appropriate from the remainderman a portion 
of the basis which the law otherwise gives him.** The courts, in allowing 
the beneficiary a basis, have not thought through the effect, if any, on the 
remainderman’s basis ; but I am not at all sure he will be the loser, provided 
he holds his interest until the beneficiary dies. 

“Let us suppose, however, that the basis used by the life tenant is taken 
away from the remainderman. Is that of no concern to the revenue? The 
life beneficiary receives the commuted value of her future ordinary income 
tax-free (except for capital gain on any appreciation), and in lieu of a tax 
thereon, the revenue (if it is compensated at all) gets the benefit of a like 
reduction in the basis otherwise allowable to the remainderman. If the 
latter ultimately sells, that difference in basis will be reflected as capital 
gain not ordinary income. He may not sell for many years, or he may 
never sell during his lifetime, so that the supposed offsetting benefit to the 
revenue will not materialize. Furthermore, the remainderman may well be 
an exempt organization, which will never incur tax on its gains.” 

“In the case of gifts,’ reminded the Grouch, “the law recognizes the de- 
ferment and transfer of gains,** as well as the possibility of escaping a 
gains tax by giving appreciated property to charity.** What is so wrong 
about similar effects in this situation?” 

“In this situation,” rejoined the Bright Young Man, “we have not a 
gift but a sale. The beneficiary actually receives and enjoys the cash value 
of her future income, and the only tax to be incurred is a highly specu- 
lative, potential tax on the remainderman, who didn’t benefit from the 


*9 Cf. National Bank of Commerce of Seattle v. Comm’r, 115 F.2d 875 (9th Cir. 1940). 

80 See Reg. 118, Sec. 39.113(a) (5)-l1(e). However, in Estate of Johnson N. Camden, 
47 B.T.A. 926, 932 (1942), the Commissioner (in seeking to tax the beneficiary) argued 
that the remainderman, after the termination of the life estate, would have his full basis, 
unaffected by the sale of the life interest; the Board, without disputing his assertion, ¢<- 
clared that any such duplication was a matter for Congress to consider, not the courts. 

31 Since 1928 depreciation has been allowed (in whole or in part) to the beneficiary, 
but the basis of the property when received by the remainderman is reduced thereby. This 
is equitable, however, since the donor intended only that he should have the property in 
its condition at the beneficiary’s death. It is a different matter to deprive the remainder- 
man of basis because of a sale by the beneficiary. 

32 T.R.C. §113(a) (2) ; Taft v. Bowers, 278 U.S. 470 (1929). 

33 L.O. 1118, II-2 Cum. Butt. 148 (1923). 
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transaction, who may not be a taxable entity, and who may never engage 
in a taxable transaction which incurs the deferred tax. 

“Furthermore,” added the Bright Young Man, “if equity is of concern 
to the revenue, it hardly seems equitable that a transaction by which the 
life beneficiary benefits should deprive the remainderman of basis to which 
he is otherwise entitled and should ultimately cause him to bear a tax that 
rightly ought to fall on the beneficiary. We may waste little sympathy on 
the remainderman who purchases the life interest in a scheme to save the 
beneficiary some tax—although even he might be surprised to know (if 
it is true) that some of the tax saved by the beneficiary may some day fall 
on himself. In most of the decided cases, however, the remainderman has 
been adverse and has acquired the beneficiary’s interest as a result of a 
settlement of litigation.** It would come as a shock to such remaindermen 
to learn that (whether or not their additional cash outlay can be amor- 
tized)*° they have lost a portion of the basis they would otherwise have 
had after the beneficiaries’ deaths, and that they may some day have to pay 
capital gains tax, in effect, on the very amounts which they paid over to 
the beneficiaries. And if such remaindermen, forewarned, may protect 
themselves by demanding compensating concessions in the agreement, what 
of the remainderman who is an innocent bystander when the beneficiary 
sells his interest to a third party? If the uniform basis is reduced as you 
suggest, the remainderman is helpless to prevent such tax profitecring at 
his expense.” 

“At least,”’ said the Grouch, “it cannot become a widespread problem, 
since a great many family trusts are spendthrift trusts and the life interest 
cannot be transferred.” 

“That may lessen the number of beneficiaries who can use the device,” 
answered the Bright Young Man, “although I do not exclude the possi- 
bility of obtaining a court order, only formally contested, holding such a 
transfer permissible.” *° 

“There is another factor,” said the Grouch, “that would rigidly limit 
the usefulness of the loophole, if it is such. Remaindermen ordinarily are 
young people who have not yet established themselves in business or come 
into their inheritance. How many of them do you really think can pay the 
price of the life beneficiary’s commuted future income ?” 

“The market is not, of course, limited to the remainderman,” replied 
the Bright Young Man. “Third parties may be willing to buy the life in- 


34 Such settlements gave rise to the problem in the McAllister, Quigley, and First 
National Bank & Trust Co. in Macon cases, cited in note 2 supra. 

35 Bell vy. Harrison, note 22 supra. 

36 Blair v. Comm’r, 300 U.S. 5 (1937) ; McAllister v. Comm’r, 152 F.2d 235 (2d Cir. 
1946), cert. denied, 330 U.S. 826 (1947). j 
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terest, particularly if the beneficiary is insurable and life insurance is pur- 
chased to neutralize the speculative feature involved in buying a life es- 
tate.** The tax saving may more than pay for the cost of life insurance or 
the discount that the purchaser may demand.” 

“T have read,” interposed the Grouch, “that ‘several New York agencies 
will buy into these deals at a decent discount.’ ” ** 

“Then too,’’ went on the Bright Young Man, “if they want to keep it 
in the family, the remainderman can spread out the payments to conform 
to his ability to pay. He might even agree to give the beneficiary an an- 
nuity for life in exchange for the life interest.” 

“Now there’s an exchange for you!” exploded the Grouch. “Mrs. Jones, 
in our example, is getting $52,500 a year from the trust. At age 70 her 
interest has a value of $410,550. So the remainderman agrees to pay her 
an annuity having a commuted value of $410,550, in exchange for it. And 
how much do you suppose that is each year? Exactly $52,500. Like equals 
like! Do you mean to tell me that by trading a right to trust income for 
another person’s promise to pay the same amount over the same period, 
the beneficiary can convert her ordinary income into return of capital and 
capital gain?” 

“The Bureau has been known to permit exactly that,” said the Bright 
Young Man. “However, you never know when they might tighten up 
just as they did on patent royalties. They now argue that there is no sale 
or exchange of a patent if the transferee agrees to pay royalties which are 
dependent on income or like contingencies or, even if fixed in amount, if 
they are ‘payable periodically over a period generally coterminous with the 
transferee’s use of the patent.’ °° That same philosophy, if it ultimately 
prevails, might spoil the sale of a life interest for an annuity and cause it 
to be treated as what it really is, a mere change in the form of the right to 
income.*° 

“However, if the Bureau continues to recognize such transactions as 
sales, the life beneficiary will be able to convert a series of ordinary income 
payments into a like series of payments which are partly ordinary income, 
partly tax-free return of capital, and partly capital gain. In the example 


37 Life insurance neutralizes the risk in a life interest. Helvering v. LeGierse, 312 U.S. 
531, 541 (1941). The risk of pecuniary loss gives even an unrelated purchaser an insur- 
able interest. Warnock yv. Davis, 104 U.S. 775 (1881). 

88 LAssEeR, Reports ON TAxXEs (Aug. 1, 1952). 

39 Mim. 6490, 1950-1 Cum. Buty. 9. But cf. Kronner v. United States, 110 F.Supp. 730 
(Ct.Cl. 1953), and cases cited. 

40 See dissent in Comm’r v. Kann, 174 F.2d 357 (3d Cir. 1949). Cf. Estate of Cornelia 
Schwartz, 9 T.C. 229 (1947), and cases cited. In Frank H. Mason Trust v. Comm’r, 136 
F.2d 335, 338 (6th Cir. 1943), it was held that the exchange of a testamentary annuity for 
another annuity was not a purchase of the latter for a consideration. Cf. Helvering v. 
Butterworth, 290 U.S. 365 (1933). 
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just stated, it would be considered that Mrs. Jones had sold her life interest 
for $410,550, and that she had acquired an annuity of like value for that 
much consideration. Since the basis of her life interest, adjusted to age 70, 
is $273,700, she has a capital gain of $136,850. However, since an annuity 
promised by a private individual, regardless of his wealth, is not regarded 
as having a fair market value, that gain will not be realized for tax pur- 
poses until actual receipt of payments exceeding the basis.** On the other 
hand, since the annuity provision of the statute *” is deemed applicable to 
payments promised by the purchaser of property continuing for the seller’s 
life, three per cent of the consideration (the value of the transferred prop- 
erty) is taxable each year as ordinary income.** Thus, the first $12,316.50 
(three per cent of $410,550) received each year would be ordinary income. 
The balance of the $52,500, or $40,183.50, would be wholly exempt for 
nearly seven years, or until $273,700 (her basis) had been recovered out 
of the tax-free portion of the annuity. Thereafter the $40,183.50 yearly 
would be capital gain for a period in excess of three additional years, until 
the $136,850 excess of the value of the annuity over the basis has been re- 
covered. When that point has been reached, the annuity provision of the 
law regards all further payments as ordinary income.” ** 

“A rosy picture,” replied the Grouch, “but not without its thorns. In 
the first place, the Commissioner might decide to apply the aberrant theory 
of one district court, by which the same $12,316.50 annually that is taxed 
as ordinary income from an annuity (in effect as interest) is also charged 
as a return of capital and, after basis is recovered, is taxed as part of the 
capital gain.*° 

“Secondly, the beneficiary might get a rude surprise if the buyer funds 
the purchase price by acquiring a paid-up annuity policy in which she is 
given vested rights, since in that event her capital gain tax would be in- 
curred immediately and not deferred until she has cash in hand.** Further- 
more, if the purchase is made and the annuity is promised by a charitable, 
religious, or educational remainderman, the Commissioner may regard 
such an annuity as having a fair market value on which gain tax is in- 
curred at once.*” 


’ 


41 Comm’r v. Kann, note 40 supra, and cases cited. The Commissioner has accepted those 
decisions. 

42T.R.C. §22(b) (2) (A). 

43 Gillespie v. Comm’r, 128 I°.2d 140 (9th Cir. 1942); Ware v. Comm’r, 159 F.2d 542 
(Sth Cir. 1947) ; Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.N.J. 1944). But cf. Lydia 
Hopkins, 13 T.C. 952 (1949). 

44T.R.C. §22(b) (2) (A). 

+5 Hill’s Estate v. Maloney, note 43 supra. 

46 Cf. United States v. Drescher, 179 F.2d 863 (2d Cir. 1950), cert. denicd, 340 U.S. 
821 (1950), and cases cited. ; 

17“Annuities paid by religious, charitable and educational corporations under an an- 
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“In addition, if the amount of the annuity is materially less than the 
income which the beneficiary gives up, the difference may be regarded as 
a gift from the beneficiary,** which (besides the obvious gift and estate 
tax effects) has certain income tax consequences. If, for example, Mrs. 
Jones sold her life income of $52,500 a year (present value $410,550) for 
an annuity of $26,250 (present value $205,275), the difference might be 
deemed a gift. That would eliminate the capital gain (on a basis of $273,- 
700), but it would not entitle her to a loss, since she had failed to get full 
value for her interest.*® The consideration paid for the annuity would be 
regarded as $205,275 rather than the value of the interest she surrendered. 
The immediate effect on her tax would be favorable, since she would be 
taxed on three per cent of the smaller base, or $6,158.25.°° On the other 
hand, when that consideration was recovered from the tax-free portion of 
the annuity, further payments would be taxable in full even though the 
beneficiary was, in effect, only getting a portion of her gift back.” ** 

“At least,” said the Bright Young Man, “the person who buys a life 
interest for promised annuity payments is better off than one who buys a 
fee interest for such a consideration. The buyer of a fee is generally re- 
quired to capitalize all his annuity payments and may not deduct even the 
three per cent or which the seller is taxed, although it is in the nature of in- 
terest.°* But when what he buys with his annuity promise is a life income 


nuity contract are, in general, subject to tax to the same extent as annuities from other 
sources paid under similar contracts.” Reg. 118, Sec. 39.22(a)-12. Cf. Raymond v. 
Comm’'r, 114 F.2d 140 (7th Cir. 1940), affirming 40 B.T.A. 244 (1939). The regulation, 
in taxing such annuities like those from “other sources,” actually leaves unanswered 
whether they should be treated like annuities from insurance companies (note 46 supra) 
or like annuities from individuals (note 41 supra). While an annuity promised by a large 
university may resemble one from an insurance company, one promised by a small local 
charity may be just as lacking in market value as an individual’s annuity contract. 

48 Some difference may be justified by the fact that a guaranteed annuity is substituted 
for trust income of variable amount. 

49 Evans v. Rothensies, 114 F.2d 958 (3d Cir. 1940). 

50 Maud Gillespie, 43 B.T.A. 399, rev'd on other grounds but approved on this point, 
128 F.2d 140 (9th Cir. 1942). However, merely showing the discrepancy in values does 
not satisfy taxpayer’s burden of proving that the excess was a gift rather than part of the 
price of the annuity. F. A. Gillespie, 38 B.T.A. 673 (1938) ; Elizabeth L. Beattie, 6 T.C. 
609 (1946), aff'd, 159 F.2d 788 (Oth Cir. 1947). 

51 Raymond v. Comm’r, note 47 supra. 

52 F, A, Gillespie & Sons Co. v. Comm’r, 154 F.2d 913 (10th Cir. 1946); Klein v. 
Comm’r, 84 F.2d 310 (7th Cir. 1936), affirming 31 B.T.A. 910 (1934) ; Corbett Inv. Co. 
v. Helvering, 75 F.2d 525 (App. D.C. 1935). Cf. Citizens Nat. Bank v. Comm’r, 122 
F.2d 1011 (8th Cir. 1941); Steinbach Kresge Co. v. Sturgess, 33 F.Supp. 897 (D.N.J. 
1940). Contra: Comm’r v. John C. Moore Corp., 42 F.2d 186 (2d Cir. 1930). Sce Devine, 
Intrafamily Annuitics, 26 TAxes 907 (1948) ; Casey, How to Use Intra-Family Annuities 
in ProceepIncs oF New York University E1igutH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 1109 (1949) ; Burks, Private Annuitics in ProceeDINGs or Tax INstitTuTE, UNI- 
VERSITY OF SOUTHERN CALIFORNIA ScHoor or Law 225 (1952). 
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interest, he may deduct his entire annuity payments, on the theory that he 
is exhausting the capital as fast as he pays for it.°* That rule has been 
applied even where the purchaser is the remainderman, who thereby be- 
comes owner of the fee; ** but such deductions have been denied where a 
third party, by separate purchases, acquired both the life estate and the 
remainder.” 

“If the remainderman, or a third party purchasing only the life estate, 
may deduct the annuity as an offset to the trust income, and if the bene- 
ficiary is enabled to offset a basis against the annuity, they will have suc- 
ceeded in exempting completely the trust income from tax (except that a 
part of it may be capital gain if the underlying property has appreciated). 
That is subject to the caution, however, if your analysis should prove cor- 
rect, that the remainderman may possibly sacrifice basis equal to that con- 
sumed by the beneficiary by offset against his annuity and thus incur a 
greater capital gain tax when he disposes of his fee interest.” 

“The whole situation,” concluded the Grouch, “cries aloud for Con- 
gressional study. But I agree with you that the emphasis has been misplaced 
by the courts and the commentators. One can have some degree of sym- 
pathy for the treatment of a lump-sum payment as capital gain where the 
payment bunches in one year the income otherwise realizable over a period 
of years. One of the purposes of the capital gain rates was to prevent pro- 
hibitive top-bracket taxation on the realization of gains that in fact accrue 
over a period of years.°’ Of course, that purpose is perverted when capital 
gain treatment is extended to an annuity paid in exchange for a life in- 
terest. But the real vice in the rule is that the beneficiary, by commuting 
his income right to a lump sum, completely escapes tax on the trust income. 


’ 


The basis which the law expressly denies to the beneficiary if he receives 


his income year by year * springs into existence when he sells his right to 


income. And since the purchaser charges off his cost for the life interest 
against the income he receives,** the purpose of the law to tax the entire 
income of the trust (unless expressly exempted) is thwarted.” 


53H. Edward Wolff, 7 T.C. 717 (1946) ; Floyd M. Shoemaker, 16 B.T.A. 1145 (1929). 
See Elmer J. Keitel, 15 B.T.A. 903 (1929). 

54 The cases cited in note 53 supra, in fact, involved remaindermen who purchased life 
interests. Cf. Bell v. Harrison, note 22 supra. 

55 Citizens Nat. Bank v. Comm’r, note 52 supra. 

56 Burnet v. Harmel, 287 U.S. 103, 106 (1932); H. R. Rep. No. 350, 67th Cong., 1st 
Sess. 10 (1921), 1939-1 Cum. Buty. (Part 2) 176. Compare I.R.C. §165(b) as an illus- 
tration of the use of the capital gain rate in order to relieve of prohibitive tax a lump sum 
received in commutation of a right to future income. 

57 See note 7 supra. 

58 This is clearly true when a third party makes the purchase and may be true when 
the remainderman buys. Bell v. Harrison, note 22 supra. 

59 Helvering v. Butterworth, note 40 supra. 
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“The courts, blinded by semantics, have moved from the premise that 
the life beneficiary’s interest is a property right ®° to the inadmissible con- 
clusion that it must have a basis when it is sold. Yet there is no legal magic 
in the word ‘property.’ In other areas of the tax law there is ample au- 
thority for the view that a payment that stands in the place of anticipated 
future income, even though labeled a property right, is fully taxable with- 
out the offset of a basis measured by the value of the income right.® With 
respect to the sale of life interests, it seems the courts have gone off the 
track through failure to see the problem whole. Only Congress can provide 
the remedy.” * 

“What would you think,” asked the Bright Young Man, “of assigning 
the entire basis to the remainderman, as the fee owner, even during the 
beneficiary’s life?” 

“That would substitute one wrong answer for another,” replied the 
Grouch. “It would permit artificial loss deductions when remaindermen 
sell their interests long before the termination of the life interest. It seems 
clear that the remainderman’s basis must be restricted to the actuarial value 
(adjusted to date of sale) of the date-of-death value of the property (or 
other applicable basis). We have concentrated our attention on sales by 
the beneficiary, with the remainderman holding on. If the remainderman 
sells (whether or not the life interest is sold), he sacrifices the potentiality 
of subsequently getting the full original value of the property as his basis.” 

“There seems no reasonable alternative to that,” said the Bright Young 
Man. “At least, such loss of potential basis occurs by his voluntary act. 
It is not a reason for giving a basis to the beneficiary to offset a commuta- 
tion of her right to income—a basis which she may enjoy even if the re- 
mainderman holds on and subsequently avails himself of the basis of the 





entire property.” 

“T would suggest one exception,” said the Grouch. “It may not fit per- 
fectly into the pattern you have in mind, but it would remove a possible 
deterrent to sales of property, especially where the division is between a 
legal life tenant and remainderman and there is no trustee with power of 
sale. If the holder of the life interest and the remainderman join in selling 


60 Blair y. Comm’r, note 36 supra. 

61 Hort v. Comm’r, 313 U.S. 28 (1941). In that case a taxpayer, who had inherited 
land subject to a lease and who then received a sum from the tenant for cancellation of 
the lease, was denied the right to offset the value of the lease against the payment, even 
though the lease might be called “property.” 

62 Hort v. Comm’r, note 61 supra; United States v. Safety Car Heating & Lighting Co., 
297 U.S. 88 (1936); Doyle v. Comm’r, 102 F.2d 86 (4th Cir. 1939). See dissents in 
McAllister v. Comm’r, note 36 supra, and Sayers F. Harman, 4 T.C. 335 (1944) Acq. 

63 Sce Estate of Johnson N. Camden, 47 B.T.A. 926, 932, aff'd, 139 F.2d 697 (6th Cir. 
1943). Cf. Penn vy. Comm’r, note 28 supra, at 212. 
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the entire fee (so that there is no possibility of the remainderman building 
up a basis by holding on to his interest), the full value of the property at 
the basis date should be allowed and, to avoid distortion, it should be allo- 
cated between the life interest and the remainder.** Where only the life 
interest is sold, there is not so strong a reason for encouraging the sale 
(which is a mere commutation of taxable income), and a basis may rea- 
sonably be denied.” 


64 See note 17 supra. 














The Personal Holding Company In 
Consolidated Returns 


WILLIAM H. HARRAR 


As unpublicized but noteworthy snare for corporate taxpayers is the 
disposition of the Bureau of Internal Revenue to tear the inter-company 
transaction shroud from an affiliated group of corporations exercising the 
privilege to file consolidated returns afforded by section 141 of the Code 
and to impose the section 500 personal holding company surtax on such 
of the naked members as meet the statutory tests for “incorporated pocket- 
books” set forth in section 501. In several rulings which, being unpub- 
lished, do not have the compulsive notoriety of Treasury Regulations or 
Revenue Rulings, but which are well-known to examining agents, the Bu- 
reau has held that for the purposes of penalty surtax under section 500, 
each member of an affiliated group is to be regarded as a separate corporate 
taxpayer, i.c., as if it were not in a consolidated return at all. 

The consequences, where more than 50 per cent in value of the stock of 
the common parent during any part of the last half of the taxable year is 
owned directly or indirectly by or for not more than five individuals,’ are 
these : 

1. If the common parent or any affiliate derives more than 80 per cent 
of its gross income from inter-company dividends, interest, or royalties 
(and in some cases, rents), it must pay a special surtax at the rate of 75 per 
cent on the first $2,000 and 85 per cent on any excess over $2,000 of net 
income (computed by the statutory formulas found in sections 504 and 
505),* unless it passes the inter-company items on to its immediate stock- 
holders by a dividend declaration of its own.® 


Wittiam Hi. Harrar (LL.B., Columbia University Law School, 1937) is a member of 
the New York Bar. 

1 See I.R.C. §§501(a) (2) and 503. Collectively, §§500-511, constituting the personal 
holding company surtax provisions of the Code, are often referred to as “Subchapter A.” 

* That is, on its “undistributed Subchapter A net income,” which may be defined loosely 
as a difference between net income adjusted by certain deductions and the dividends paid 
out by the personal holding company during the taxable year or (with the limitations 
specified in section 504(c)) within two and one-half months after the close of the taxable 
year. To highlight the problem, I shall assume that no dividend, interest, or capital gains 
income from sources outside the group has been received. 

° As will be seen later, there is nevertheless some doubt as to whether the §500 surtax 
can be avoided by declaring and paying an inter-company dividend. 
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2. If the common parent or any affiliate has sold stock or securities to 
another affiliate for an amount of money in excess of the basis of the se- 
curities to the vendor, and the selling company has no other income of an 
“operating” nature or offsetting deductions, the profit on the sale must be 
distributed to stockholders to avoid the alternative tax on capital gains 
imposed by section 117(c). 

In short, the prudent tax adviser of an affiliated group must make re- 
peated surveys of the several member companies in order to make certain 
that the sharp bite of section 500 is obviated by conducting funds from 
inter-company sources to a safer haven within or without the group; in 
this context any apparent comfort drawn from section 141 or regulations 
129 is illusory. 

Curiously enough, this viewpoint of the Bureau has not been tested by 
litigation. Many of the larger affiliated enterprises in the nation, such as 
Electric Bond and Share, Allegheny Corporation, and the like, are publicly 
owned, do not meet the stock ownership test of section 501, and hence do 
not have the problem. But a number of family or other closely-held busi- 
nesses also file consolidated returns, and any of these which have concen- 
trated their security-holding or licensing functions * under the corporate 
roof of one affiliate or wish to move money around or through the group 
to take care of the financial needs of one or more particular member com- 
panies are open to attack under section 500. There are many expedients 
available to stave off trouble once management has been alerted to the 
danger. The purposes of this paper are to examine the validity of the 
Bureau position and to point out some of the legitimate safeguards against 
the rather expensive risk which it poses. 

Rather than attempt to legislate on the tangled subject of consolidated 
accounting, Congress has made a plenary delegation of rule-making power 
to the Secretary of the Treasury under section 141(b). The results of the 
latter’s shouldering of this burden are found in regulations 129, which 
occupy almost fifty double-column pages of closely-set type in the Prentice- 
Hall Federal Regulations Service and contain some of the longest sen- 


+ For reasons of corporate convenience, limitation of legal liability, etc., an affiliated en- 
terprise may concentrate its patents or copyrights in one member of the group or may 
have one affiliate house and handle all transactions in marketable securities. If license 
fees are received by the patent-holding affiliate in furtherance of its functions from other 
members of the group, or if the security holder sells some of its assets to another affiliate 
having excess cash in order to obtain funds to contribute to still another affiliate for work- 
ing capital, “personal holding company income” as defined in §502 has been received and a 
wholly unlooked-for surtax may result. By the same token, indiscriminate payments of 
inter-company dividends must be carefully watched, lest what management considers to 
be safe inter-corporate financing turn into a taxable débacle. 
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tences in the English language. The inter-company transaction rule is con- 
tained in its more succinct form in section 24.31(b) (1) and is as follows: 


(b). Computations.—In the case of affiliated corporations which make, or 
are required to make, a consolidated return, and except as otherwise provided 
in these regulations— 

(1) Net income.—The net income of each corporation shall be computed 
in accordance with the provisions covering the determination of net income of 
separate corporations, except— 

(i) There shall be eliminated unrealized profits and losses in transac- 
tions between members of the affiliated group and dividend distributions from 
one member of the group to another member of the group (referred to in these 
regulations as inter-company transactions); ... . 


Subsection (ix) of sub-paragraph (1) puzzles the lay reader somewhat 
by stating that inter-company transactions “which do not affect” the con- 
solidated net income “shall not be eliminated,” but sub-paragraph (2) then 
proceeds to reassure him (somewhat) by providing in part as follows: 


(ii) Dividends received.—In the computation of the dividends received, 
there shall be excluded all dividends received from other members of the affili- 
ated group. 

(iii) Capital gains and losses. 
determined without regard to 

(a) Gains or losses arising in inter-company transactions. 


Capital gains and losses . . . shall be 





Laying aside the cases of inter-company interest, royalties, and rents, 
none of which “affect” consolidated net income,* let us attempt to see how 
a common parent which has filed a consolidated return can get into trouble 
through the receipt of dividends from its subsidiary or from the sale of 
marketable securities to its subsidiary at more than cost. At first the 
danger seems fanciful. Is not the dividend to be “eliminated” or “ex- 
cluded’? Are we not to disregard capital gains and losses “arising in inter- 
company transactions” ? How can a corporation qualify as a personal hold- 
ing company if regulations 129 direct us to forget all about inter-company 
dividends and capital gains in the computation of its net income ? 

An examination of the basic statute, section 141 of the Code, yields 
another perplexity. Listing “includible corporations” which are entitled 
to join in a consolidated return, section 141(e) excludes “any corporation 
described in. . . section 454(d)” (1.e., a personal holding company), “but 
not including such a corporation which has made and filed a consent . . . 
to be treated as an includible corporation.” If a company which in and of 


5 If affiliate X pays interest to affiliate Y, the interest deduction to X is interest income 
to Y, and the net effect on consolidated net income is zero. The same holds true for rents 
and royalties but not for dividends or payments for securities, neither of which is deducti- 
ble by the payor company. 
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itself would be a personal holding company can by its own free will include 
itself in a consolidated return, thereby “consenting to” regulations 129, 
why should it not be entitled to all the eliminations, exclusions, and “with- 
out regard to’s” set forth in those regulations ? 

My own conclusion is that the Bureau position is based on statutory in- 

ference in the face of actual Code and regulations silence. Section 141(c) 
provides in part that, “In any case in which a consolidated return is made 
or is required to be made, the tax shall be determined, computed, assessed, 
collected, and adjusted in accordance with the regulations under subsection 
(b). . . .”° Since section 141 is found in Chapter 1 of the Code,“ the 
tax’’ may be thought to refer to any tax imposed by that chapter and thus 
would include only income tax and excess profits tax. Section 500, which 
imposes the personal holding company surtax, is in Chapter 2, subtitled 
Additional Income Taxes; this chapter also includes taxes on excess 
profits on Navy contracts and on unjust enrichment. There is, it is true, 
a technical hurdle to the construction that “the tax’’ in section 141(c) 
refers only to Chapter 1 taxes. Section 6 states: 
The arrangement and classification of the several provisions of the Internal 
Revenue Title have been made for the purpose of a more convenient and 
orderly arrangement of the same, and, therefore, no inference, implication or 
presumption of legislative construction shall be drawn or made by reason of 
the location or grouping of any particular section or provision or portion 
thereof, .... 


Once this hurdle is surmounted; we find that section 500 reads all-inclu- 
sively and explicitly: “There shall be levied, collected and paid . . . upon 
the undistributed subchapter A net income of every personal holding com- 
pany (in addition to the taxes imposed by Chapter 1) a surtax equal to 


97 


Although the sweeping language of section 500 is not qualified by any 
exceptions or cross-references to personal holding companies participating 
with ordinary corporations in a consolidated return, section 501(c) ex- 
plicitly imposes the surtax on a consolidated group of railroad corporations, 
taken as a group rather than one by one, which meets the statutory tests. 
provided the common parent is the parent of a group which would be en- 
titled to file consolidated returns under section 141 prior to its amendment 
by the Revenue Act of 1942. The rest is silence, and if section 141(c) 
does not draw the taxation of the several members in a consolidated return 
into the exclusive orbit of regulations 129 (which are entirely silent on the 
subject dealt with by the unpublished Bureau rulings) ,* then section 500 


® Italics supplied. 
7 Italics supplied. 
8 The income tax regulations under $141 (Reg. 118, Sec. 39.141-1(a)) provide in part 
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by its terms would appear to entitle the Commissioner to tag any affiliated 
“pocketbook” which he is able to espy. 

Before ending this journey through the Code provisions, it will be wryly 
interesting to re-examine the construction which allows the Commissioner 
to give separate treatment to an affiliate which has become a personal hold- 
ing company solely by reason of an inter-company sale of securities. Again 
we start with the proposition that section 141(c), in requiring “the tax” 
to be computed under regulations 129, means only the Chapter 1 taxes. 
Gains from the sale of stock or securities constitute personal holding com- 
pany income for the purposes of the 80 per cent test, so that our hapless 
affiliate now has “undistributed subchapter A net income’ in an amount 
equal to its net long-term gain. At this point, however, section 117(c), 
found in Chapter 1 but not in Chapter 2, enters the picture and states in 
the same sweeping fashion that “if for any taxable year, the net long-term 
capital gain of any corporation exceeds the net short-term capital loss, 
there shall be . . . paid, in lieu of the tax imposed by sections 13, 14, 15 

. and 500,” ® the universally beloved 26 per cent maximum tax on such 
capital gains. So now we are out of Chapter 2 and back in Chapter 1. If 
that be the case, then what of the exclusive effect of section 141(c) ? 
Should not our hapless affiliate be entitled to invoke the comfort of the 
inter-company transaction rules of regulations 129 and thereby obey the 
command of Congress to compute “the tax” (including the Chapter 1 al- 
ternative tax) thereunder? If the answer is yes, then the affiliate would 
owe no tax at all. 

Of course, it can be pointed out that section 141 was designed to deal 
with the tax on the consolidated group as a whole and that its range does 
not extend to inhibit other “‘additional’’ income taxes on errant affiliates. 
But if this is the Congressional intent or if it is the Secretary’s construction 
of his delegated powers, then either Congress by statute or the Secretary 
by regulation should so state. Particularly is this true where we are dealing 
with the imposition of a tax, and a heavy penalty tax at that, rather than 
with the negativing of an implied deduction. It is not wise fiscal adminis- 
tration to impose taxes on the basis of inference alone.” 


that “Part 24 of this chapter (Regulations 129) is applicable to the making of the consoli- 
dated income and excess profits tax return in the case of a taxable year ending after De- 
cember 31, 1949. The determination, computation, assessment, collection, and adjustment 
of income and excess profits tax liabilities of the affiliated group and cach member thercof 
both during and after the period of affiliation shall be made under the applicable provisions 
of such regulations.” (italics supplied) In view of this explicitness, it is curious to find no 
mention of the personal holding company in a consolidated return in the personal holding 
company surtax regulations (Reg. 118, Secs. 39.500 ct seq.). See also note 10 infra. 

® Italics supplied. 

10 The legislative history of the Revenue Act of 1942 does contain expressions of intent 
which have never been explicitly incorporated in the Code or regulations. In the bill as 








58 TAX LAW REVIEW [ Vol. 9: 


Furthermore, the theory that section 141 refers only to the tax on the 
group as a whole and does not inhibit other taxes can be pushed to a dan- 
gerous extreme. If that is its meaning, then what is to prevent the Com- 
missioner from exacting the section 117(c) alternative tax from every 
affiliate that has inter-company capital gains, regardless of its personal 
holding company status, or indeed from imposing the normal tax and sur- 
tax of sections 13 and 15 on each member having inter-company income? 
This would kill the institution of consolidated filing. 

Personal holding companies have been anathema to Congress and the 
Treasury for almost twenty years, and in their pure form, where a capitalist 
seeks to decrease his surtaxes by having his lawyer shuffle a few pieces of 
paper into an alter ego corporation, are a serious detriment to the revenue 
if allowed to go unchecked. Subchapter A is so stringently worded, how- 
ever, that in the past it has frequently been necessary for Congress to re- 
examine, and in some cases soften, its harsh provisions. It is well known, 
for instance, that personal finance companies, small loan companies, in- 
vestment corporations, and discount houses, deriving the bulk of their 
gross income from interest, were caught under the original wording and 
had to be expressly excepted by remedial legislation.** I submit that it is 
now appropriate for Congress to decide whether it wishes to apply this 
scourge to a component of an affiliated group which, in the course of dis- 
charging some purely business function, such as licensing patents to other 
members or acting as group banker, receives inter-company items of gross 
income and disposes of them in some non-deductible fashion. If the de- 
cision is to tax, the intent expressed in 1942 should be carried into the 
Code, or at least into the regulations, and should not be left to lurk as an 
unpublished Bureau dead fall. 

Guile can, of course, be fought with guile. An affiliate in receipt of 
inter-company dividends can declare them out to its immediate parent and 
thereby probably decrease or eliminate the “undistributed Subchapter A 


passed by the House, personal holding companies had been excluded from the privilege of 
filing consolidated returns and the Ways and Means Committee stated: “In determining 
whether the gross income of a corporation satisfies the gross income requirement for per- 
sonal holding companies for the purposes of this section, income derived from other mem- 
bers of the affiliated group is to be eliminated.” Since the Senate struck out the exclu- 
sions, with the subsequent concurrence of the House, the quoted language serves only to 
show that the problem was recognized. But both the House and the Senate reports yo 
on to state; “The consolidated return privilege is not extended for the purposes of the 
surtax on personal holding companies imposed by section 500.” Sce H. R. Rep. No. 2333, 
77th Cong., 2d Sess. 102-3 (1942) ; Sen. Rep. No. 1631, 77th Cong., 2d Sess. 134-5 (1942). 
Although Committee Reports may be validly used to explain statutory ambiguity, it is an 
interesting question whether resort may then be had to clarify statutory or regulatory 
silence and thereby to reach the conclusion that since the Committees said they wanted 
to impose the tax, the Code may therefore be presumed to do so. 

11 See Revenue Act of 1942, Sec. 182(a) ; Pub. L. No. 680, §$1 and 2, approved Aug. 9, 
1950. 
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net income” on which the section 500 surtax is imposed. There is a doubt 
here, however, which should be cleared up. Section 504(a) directs us to 
subtract the “amount of the dividends paid credit provided in section 
27(a)”’ in computing undistributed subchapter A net income. Section 
27(a) defines that credit as the sum of “the basic surtax credit,” the “divi- 
dend carry-over,” and two additional items. The basic surtax credit is, 
essentially, equal to the dividends paid during the taxable year (see section 
27(b) ), but reading on we come to section 27(i) which states : 

If any part of a distribution (including stock dividends and stock rights) is 
not a taxable dividend in the hands of such of the shareholders as are subject 
to taxation under this chapter for the period in which the distribution is made, 
such part shall not be included in computing the basic surtax credit. 


Since the dividend recipient would pay no tax thereon because of the inter- 
company transactions rule, does this language bar the paying affiliate from 
section 500 surtax relief ? 

I believe that it does not. In his pronouncements under section 27(i), 
the Secretary cites only three categories as coming within the statute: (1) 
dividends not out of earnings of the taxable year or accumulated earnings, 
or distributions in liquidation not properly chargeable to accumulated carn- 
ings; (2) distributions by certain personal service corporations; and (3) 
constitutionally exempt stock and stock-right dividends.’ The cases se- 
lected refer only to dividends or distributions that are non-taxable in na- 
ture; as thus interpreted, the statute does not seem to require that the re- 
cipient must actually pay a tax on what it receives. This is borne out by 
the example in the regulations where one of the recipients, A, is an “educa- 
tional corporation exempt from income tax under section 101,” and yet 
the basic surtax credit is allowed in respect of dividends paid to such 
recipient.” 

Moreover, to deny the basic surtax credit on the pious ground that the 
distribution is non-taxable because of its inter-company nature is to make 
a highly unjust and anomalous use of regulations 129. The regulations 
cannot be used, says the Bureau, to prevent incoming inter-company divi- 
dends from being treated as personal holding company income. How then 
can the same regulations be invoked to declare an outgoing dividend pay- 
ment outside the protection of the basic surtax credit provisions ? 

Finally, it is Congressional policy to allow personal holding companies 
to get off the hook if they pass on their earnings to others ; to allow section 
27(i) to bar relief would frustrate that policy. 

Assuming section 27(i) does not bar the way, an affiliate, which has 


12 Reg. 118, Sec. 39.27(i)-1. 

13Tn a letter ruling, dated Apr. 9, 1952 (see P-H {76,220 (1952) ), a personal holding 
company was held entitled to the dividends paid credit, even though the recipient was non- 
taxable under the Swiss Treaty. 
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unwittingly fallen into the trap but does not find out the distressing news 
until after the taxable year, can pay a dividend within two and one-half 
months after the close of the taxable year and still have it operate to a 
limited extent to reduce the surtax income of the taxable year, as provided 
in section 504(c) ; or if the matter does not come to light until the examin- 
ing agent has determined a deficiency in section 500 surtax, the elaborate 
deficiency-dividends machinery of section 506 ¢an be set in motion so as 
to ease the blow. 

The disadvantages of forced dividend payments are, first, that the 
money may be shifted where it is not needed and not wanted ; and second, 
that receipt of the money, particularly by individual stockholders, but also 
where the payee may itself become a personal holding company, may create 
fresh surtax problems. Accordingly, it is far safer to contribute instead 
of distribute, i.e., to pay the money downstream to a subsidiary as a non- 
taxable contribution to surplus. This does not mean the contribution of 
an already received inter-company item (which would not decrease the 
personal holding company surtax), but rather, the contribution “down- 
ward” of money or properties received from other sources. This is fea- 
sible, of course, only where the idle capital is in an upper echelon and the 
need for capital in a lower one. 

Another device, limited, however, in usefulness, is the inter-company 
transfer of property at cost. This also must be done “downstream”’ to be 
entirely safe, for if a corporation sells its shareholders property at less than 
market, the excess over cost constitutes a dividend to the purchasing stock- 
holder under section 29.22(a)-1. Almost equally dubious is the “‘cross- 
stream’”’ sale at cost. If A and B are both owned by X, and A sells to B 
marketable securities worth $2,000 which cost A $1,000, it is not incon- 
ceivable that the Commissioner might hold that X, the common parent, had 
constructively received the $1,000 differential as a dividend and re-con- 
tributed it to the capital surplus of B. “Upstream”’ loans are subject to the 
same infirmity unless repaid within a reasonable time. 

The fairest legislative remedy would be to provide that inter-company 
items received by a corporation in a consolidated return do not constitute 
personal holding company income; this would allow necessary inter-cor- 
porate financing to be done without hindrance. To avoid consolidated filing 
by a group of mere corporate pocketbooks, a consolidated personal holdiug 
company surtax could be levied, as is now done in the case of railroad 
corporations. Affiliates which meet the subchapter A tests because of divi- 
dend, interest, or royalty receipts from outside sources could be separately 
taxed as personal holding companies. Such a program would be just both 
to the revenue and to closely-held affiliated enterprises and would have the 
additional merit of being known to the tax-paying public at large. 
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Non-Commercial Annuities And The 
Federal Gift And Estate Taxes 


GEORGE H. De CARION 


‘den use of non-commercial annuities * is not a recent development in 
the realm of tax avoidance schemes. Indeed, their use pre-dates the Six- 
teenth Amendment.* As a means of facilitating intra-family transfer of 
property from one generation to the next, whilst escaping estate taxes, 
this device has run the gamut of section 811(c), section 22(b) (2) (A) 
and Table A,* emerging with notable success.* And although the future is 
not without some sobering indications and uncertainties,’ no death knell 
appears in the offing.° Contrarily, the recent amendment to section 22(b)’ 
would seem to have removed an otherwise discouraging aspect.* 

It is the purpose of this article to examine primarily the gift and estate 
tax consequences of transactions involving the transfer of property in re- 


turn for a promise to pay an annuity.° 


Grorce H. De Carton (LL.B., University of Florida, 1949; LL.M. in Taxation, New 
York University School of Law, 1952) is a member of the Tax Section of the Florida Bar. 

1 The term non-commercial annuity is used throughout to mean an annuity contract in 
which the obligor is a person who is not in the business of writing annuities. 

2 Scott v. Comm’r, 29 F.2d 472 (7th Cir. 1928). As pointed out by the Court in Stein- 
bach Kresge Company v. Sturgess, 33 F.Supp. 897 (D.C.N.J. 1940), they are the modern 
counterpart of a transfer of Blackacre reserving the income from the land. 

3 Reg. 108, Sec. 86.19. 

4Estate of Koert Bartman, 10 T.C. 1073 (1948); Estate of William Hofford, 4 T.C. 
790 (1945), modifying 4 T.C. 542 (1945) ; Estate of Sarah Bergan, 1 T.C. 543 (1943); 
May Rogers, 31 B.T.A. 994 (1935). 

5 As to income tax: A.L.I., Feperat Income Tax Stature §X126 (Tent. Draft No. 6, 
1952) ; Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.C.N.J. 1944). As to estate tax: 
Estate of John M. Goetchius, 17 T.C. 495 (1951) ; Estate of Mary H. Hughes, 44 B.T.A. 
1196 (1941). But cf. Pruyn’s Estate vy. Comm’r, 184 F.2d 971 (2d Cir. 1950). Outside 
the non-commercial annuity field, but perhaps applicable as to estate taxes: Helvering v. 
Le Gierse, 312 U.S. 531 (1941) ; Conway v. Glenn, 193 F.2d 965 (6th Cir. 1952); Burr v. 
Comm’r, 156 F.2d 871 (2d Cir. 1946), cert. denied, 329 U.S. 785; Comm’r v. Clise, 122 
F.2d 998 (9th Cir. 1941), cert. denied, 315 U.S. 821; Hutchinson, 20 T.C. No. 109 (1953) ; 
Estate of Cora Reynolds, 45 B.T.A. 44 (1941). Contra: Bohnen vy. Harrison, 199 F.2d 
492 (7th Cir. 1952), aff'd, 345 U.S. 946 (1953) (an evenly divided Court). 

6 The line of cases following the decision in Helvering v. Le Gierse, 312 U.S. 531 
(1941), all cited in note 5 supra, thereafter could provide one. 

7TILR.C. §22(b)(2)(C). And sce last sentence of §113(a) (5). 

8 Before this amendment to §22(b) by the 1951 Act, the surviving annuitant was tax- 
able on three per cent of the full purchase price of the annuity, without any credit for the 
value of the deceased annuitant’s interest. Beattie v. Comm’r, 159 F.2d 788 (6th Cir. 1947). 

® For a comprehensive analysis of the income tax treatment, sce.Galvin, Income Tax 
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Little discernment is required to conclude that almost without exception 
the transfer of property in return for a promise to pay a stipulated periodic 
sum for life, occurring within the family circle, is an attempt to minimize 
both income and estate taxes, although the latter is probably the more im- 
pelling motive. Hence, the disparity between gift and estate tax rates is 
responsible for yet another device designed to leave to the tax gatherer an 
estate little more than a skeleton of its former self. Moreover, in certain 
instances a well-laid plan can effectively distribute otherwise higher bracket 
income within the family group with resultant income tax saving to boot. 
With such accomplishments as these possible, it is not surprising that the 
tax pitfalls are many, varied, and uncertain. 

The following facts will serve to start the inquiry: 

H, a widower,” aged 60, has three children, A, B, and C. His net worth 
is $350,000, consisting of income-producing real estate and assorted high 
grade securities. His net income from this property is $25,000 per year. 
He transfers part of this property, totaling $250,000, to 4, B, and C in 
equal shares in return for the promise of each of them to pay him $4,000 
a year for the rest of his life. 


Girt TAx LIABILITY 


The gift tax provisions have, on the whole, given little trouble in this 
field. It is settled that a promise to pay an annuity, albeit made by an in- 
dividual obligor, is “consideration in money or money’s worth” * within 
the gift tax laws.” To the extent that the value of the annuity promise 
equals the value of the property transferred, there is no gift and conse- 
quently no gift tax liability.** And, conversely, where the value of the 
property exceeds the value of the annuity promise, there being no other 
consideration, a gift has been made and a gift tax is owing,* unless the 
transaction was at arm’s length and free from donative intent.** While a 
finding of donative intent is not a necessary prerequisite to gift tax lia- 
bility,”’ it has been held to be a necessary requisite in establishing a gift 


Consequences of Agreements Involving Noncommercial Annuities, 29 Texas L. Rev. 469 
(1951). 

10 Or a widow. The use of this type of arrangement is much less attractive where both 
spouses are alive because of the estate tax marital deduction. 


11 T.R.C. §1002. 
12 Anna L. Raymond, 40 B.T.A. 244 (1939), aff'd, 114 F.2d 140 (7th Cir. 1940), cert. 


denied, 311 U.S. 710 (1940) ; Estate of Koert Bartman, 10 T.C. 1073 (1948) ; Estate of 
Sarah Bergan, 1 T.C. 543 (1943). 

13 Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.C.N.J. 1944). 

14 Estate of Koert Bartman, 10 T.C. 1073 (1948). 

15 Reg. 108, Sec. 86.8. 

16 Comm’r v. Weriyss, 324 U.S. 303 (1945). 

17 DeForest, 27 B.T.A. 373 (1932). 
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and, as in most cases, the taxpayer who asserts that a gift was intended has 
the burden of proving it.** This is no less true in the type of transfer under 
consideration, and it has special importance for income tax purposes under 
section 22(b)(2)(A), which taxes the annuitant on three per cent of the 
“consideration paid.’’ Where the value of the property exceeds the value 
of the annuity promise, several cases *® demonstrate the wisdom of clearly 
evincing a donative intent in the instruments evidencing the transaction. 
And where this is the case, a gift tax return should be filed and the tax, if 
any, paid.”° 

H, the transferor, has made a gift to 4, B, and C measured by the excess 
of the market value of the transferred property over the value of the an- 
nuity promise.** This latter value is computed by use of Table A of the 
gift tax regulations.**® Under our facts the present value at age 60 of an 
annuity of $12,000 per year for life is approximately $113,000, establish- 
ing a gift of $137,000. Allowing for the specific exemption and annual 
exclusion, H has a gift tax liability of approximately $15,000 as a result 
of this transaction. 


EstaTE TAX LIABILITY 


Prospective estate tax savings are probably the primary impetus in most 
intra-family annuity transactions. In our example, when H dies his estate 
will consist of property of the value of $85,000,** assuming neither appre- 
ciation nor depreciation in value, and further assuming H has just con- 
sumed his annual income. Since H completely divested himself of the 
transferred property and A, B, and C were free to deal with it as their 
own, being merely personally liable for the annuity payments, it has been 
held that there is no estate tax liability in reference to this property.** 


18 Beattie v. Comm’r, 159 F.2d 788 (6th Cir. 1947). 

19 Maud Gillespie, 43 B.T.A. 399 (1941), reversed on other grounds, 128 F.2d 140 (9th 
Cir. 1942) ; Nelson Trottman, 3 TCM 316 (1944) ; F. A. Gillespie, 38 B.T.A. 673 (1938). 
But see, Anna L. Raymond, 40 B.T.A. 244 (1939), aff'd, 114 F.2d 140 (7th Cir. 1940), 
cert. denied, 311 U.S. 710 (1940). The interest of the transferee of the property in the 
matter is well illustrated in May Rogers, 31 B.T.A. 994 (1935). 

20 Nelson Trottman, 3 TCM 316 (1944) (failure to file gift tax return commented upon 
in finding no donative intent). 

21 Raymond v. Comm’r, 114 F.2d 140 (7th Cir. 1940), cert. denicd, 311 U.S. 710 (1940), 
affirming 40 B.T.A. 244 (1939) ; Estate of Koert Bartman, 10 T.C. 1073 (1948); Estate 
of Bertha F. Kann, 6 TCM 913 (1947), aff’d, 174 F.2d 357 (3d Cir. 1949) ; May Rogers, 
31 B.T.A. 994 (1935). 

22 Estate of Koert Bartman, 10 T.C. 1073 (1948). This differs from valuation for in- 
come tax purposes under §22(b)(2)(A) where the Commissioner has been sustained in 
using the cost of a comparable commercial annuity, resulting in a somewhat higher value. 
Comm’r vy. Kann’s Estate, 174 F.2d 357 (3d Cir. 1949). 

23 $100,000 less the gift tax of $15,000. 

24 Hirsh v. United States, 35 F.2d 982 (Ct.Cl. 1929) ; Lincoln v. United States, 65 Ct.Cl. 
198 (1928) ; Estate of William Hofford, 4 T.C. 790 (1945) (supp. op.) ; Estate of Sarah 








64 TAX LAW REVIEW [ Vol. 9: 


Thus, H has reduced his estate taxes from an estimated $73,000 to a mere 
$2,000, a very enviable result. H obtains this result, however, only if he 
success fully evades a number of possible roadblocks. 

Specifically, the problem is to prevent the value of the transferred prop- 
erty from being subject to estate taxes in the transferor-annuitant’s estate 
as a transfer (1) in contemplation of his death; ** (2) under which the 
transferor has retained the possession or enjoyment of, or the right to the 
income from, the property; *° (3) intended to take effect in possession or 
enjoyment at or after death.*” These will be discussed in order. 

(1) Section 811(c) (1) (A) includes in the estate of the transferor the 
value of any property transferred in contemplation of the transferor’s 
death if made within three years previous to death.** The statute specifi- 
cally excepts a bona fide sale for an adequate and full consideration in 
money or money’s worth.*” A promise to pay an annuity has, in all gift 
and income tax cases, been considered money or money’s worth.*® While 
the gift tax and estate tax have differing concepts of taxable transfers,” 
it would seem that since identical tests are set forth in each, identical re- 
sults should follow. Consequently, one might suppose that no problem of 
“contemplation of death” can arise where the value of the property trans- 
ferred is equal to the value of the annuity promise. And where the value 
of the property exceeds the value of the annuity promise, it would logically 
follow that only as to the excess should there be any problem, for as to the 
balance there is consideration.’ It is obvious that the foregoing argument 
imparts reasoning which would be applied to an ordinary arm’s-length 
transaction, such as the purchase of a commercial annuity, where the an- 


Bergan, 1 T.C. 543 (1943) ; Security Trust & Savings Bank, 11 B.T.A. 833 (1928) ; Ed- 
mund H. Fleming, et al., Executors, 9 B.T.A. 419 (1927); Estate of Henrietta Putnam, 
3 B.T.A. 823 (1926). 

25 T.R.C. §811(c) (1) (A). 

267.R.C. §811(c) (1) (B) (i). 

27 LR.C. §811(c) (1) (C). 

28 T.R.C. §811(e). 

29 Reg. 105, Sec. 81.15 construes the meaning of a bona fide sale for an adequate and full 
consideration in money or money’s worth: “. .. the transfer must have been made in 
good faith, and the price must have been an adequate and full equivalent reducible to a 
money value. If the price was less than such a consideration, only the excess of the fair 
market value of the property ... over the price received by the decedent should be in- 
cluded. . . .” Thus, no particular or significant connotation is given the word “sale.” .Ap- 
parently it is treated as synonymous with “transfer.” The word “transferred” is used in 
§1002. 

30 Note 12 supra. As to income tax: Maud Gillespie, 43 B.T.A. 399 (1941), rev’d on 
other grounds, 128 F.2d 140 (9th Cir. 1942); Raymond v. Comm’r, 114 F.2d 140 (7th 
Cir. 1940), cert. denied, 311 U.S. 710 (1940); Comm’r v. Kann’s Estate, 174 F.2d 357 
(3d Cir. 1948). 

31 DEWIND AND LipstonE, FepERAL Estatc Tax 2 (Practising Law Institute, 1951). 

32 Where the property is indivisible §811(i) would apply. 
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nuitant dies before he has realized a return of capital. However, most of 
the problems in this field stem from the fact that the non-commercial an- 
nuity promise has no ascertainable value for income tax purposes.** It is 
not improbable that this reasoning will be imported into the estate tax field 
in a proper case. 

The only case involving a discussion of the propriety of an allowance 
for the annuity payments where section 811(c)(1)(A) was held appli- 
cable appears to be Updike v. Commissioner.** Here the decedent at age 
85 had transferred securities of the value of $450,000 to three sons in 
return for their promises to pay him an annuity of $27,000 a year. Six 
years later he died, and the Commissioner asserted an estate tax on the full 
value of the securities on the ground that the transfer had been made in 
contemplation of death. The Board affirmed the Commissioner but allowed 
a deduction for the value of the annuity promise. On appeal, the Eighth 
Circuit Court affirmed but pointed out that section 302(i) of the Revenue 
Act of 1926 (similar to present section 811(i)) pursuant to which the 
Board had permitted the deduction, had been enacted to prevent double 
taxation on the same economic interest. In the case before it the annuity 
payments were less than the income from the transferred property. For 
this reason the Court felt that the annuity payments were merely an incre- 
ment of the property being returned and not payments from the sons in 
consideration for the transfer justifying any deduction.*® The Commis- 
sioner had not appealed this issue; the case was affirmed and the Court’s 
views are therefore obiter dicta. As this case involved a pre-1931 transfer, 
the rule of May v. Heiner *° was applicable, and the Court could not there- 
fore base taxability on the retained life interest. Its views regarding the 
applicability of section 302(i) were, in this light, entirely justifiable. How- 
ever, today, under the retained income provision of section 811(c) (1) 
(B) (i) there would be no occasion to resort to section 811(i), since a 
determination that the annuity payments were merely a retention of income 
renders the full value of the property transferred taxable in the estate of 
the transferor irrespective of the applicability of section 811(c)(1)(A). 

Where the contemplation of death provision is heid applicable but it is 
determined that the annuity payments are not merely the income increment 


33 Comm’r v. Kann’s Estate, 174 F.2d 357 (3d Cir. 1948) ; Frank C. Deering, 40 B.T.A. 
984 (1939) ; J. Darsie Lloyd, 33 B.T.A. 903 (1936). 

84 88 F.2d 807 (8th Cir. 1937), cert. denied, 301 U.S. 708 (1937). 

35 The Court referred to Reg. 63, Art. 20, Revenue Act of 1921, which provided that 
where the settlor reserved income from a trust for life, or an annuity payable from in- 
come or corpus, no deduction was allowable for the amounts received by the settlor dur- 
ing his life, on the ground that, as to income, this was merely an increment of the corpus; 
as to the annuity, if paid from income a mere increment, if paid from principal it auto- 
matically reduced the corpus and hence the amount subject to tax. 

36 281 U.S. 238 (1930). 
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of the transferred property and hence, section 811(c) (1) (B) is not appli- 
cable, then, of course, section 811(i) should operate to reduce the amount 
includible in the estate of the transferor. The question then is what value 
shall be ascribed to the transferee’s obligation under the contract. There 
are three possible alternatives: (a) the court may apply the open trans- 
action income tax treatment *’ and find that the “consideration in money 
or money’s worth” is the aggregate amount of the payments made; (b) 
the theory in (a) may be pursued with a further reduction on the ground 
that part of each payment constitutes interest ** (this would require a dis- 
counting of the payments back to the date of transfer) ; and (c) the court 
may use the actuarial value of the annuity promise. The result obtained 
by use of either of the first two alternatives would further the objective 
for which section 811(c)(1)(A) was enacted—to prevent the taxable es- 
tate from being depleted by gratuitous transfers; *° the third alternative 
would parallel the gift tax treatment.*° Neither (a) nor (b) has been 
given consideration in any estate tax proceeding thus far and fears founded 
on their future acceptance may prove more fanciful than real. 

Perhaps in the light of the foregoing, it would be well, where divisible 
property in excess of the value of the annuity promise is transferred, to 
make more than one transfer—one transfer of property equal to the value 
of the annuity promise and a separate, outright gift of the balance of the 
property. If this is done it would be well to exclude any evidence of do- 
native intent as to the former.*? Of course, motives associated with life 
should be accentuated and motivés associated with death and estate tax 
reckoning ** should be avoided. Certainly, if the transferor-annuitant is 
in ill health and dies within three years, it is quite likely that in any litiga- 
tion the Court will search for some way to avoid full credit for the actu- 
arially-determined value of the annuity promise. One writer ** has sug- 
gested that on facts such as those under discussion, actuarial estimates are 
out of place, give no cognizance to the realities of the situation, and hence 
could be disregarded. 

37 As discussed in the cases cited in note 33 supra. 

38 It is now pretty well settled for income tax purposes that the annuity obligor is not 
entitled to an interest deduction for any portion of the annuity payment. F. A. Gillespie 
v. Comm’r, 154 F.2d 913 (10th Cir. 1946), cert. denied, 329 U.S. 781; Steinbach Kresge 
Co. v. Sturgess, 33 F.Supp. 897 (D.C.N.J. 1940) ; Reliable Incubator & Brooder Co., 6 
T.C. 919 (1946). Contra: Comm’r y. John C. Moore Corp., 42 F.2d 186 (2d Cir. 1930). 

39 DEWIND AND LinsTONE, op. cit. supra note 31, at 5. 

40 Cases cited note 12 supra. 

41 See Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.C.N.J. 1944). 

42 A sole motive to escape death taxes is per se one in contemplation of death. Slifka v. 
Johnson, 63 F.Supp. 289 (1945), aff'd, 161 F.2d 467 (2d Cir. 1947), cert. denied, 332 
U.S. 758 (1947) ; Estate of Frank A. Vanderlip, 3 T.C. 358 (1944), aff’d, 155 F.2d 152 


(2d Cir. 1946), cert. denied, 329 U.S. 728 (1946). 
43 Galvin, supra note 9. 





fe @ e232 @ QO ft =.= Dp -«- a, Ge an Be ch ole 


< 


wma 


t — oo 6 “SS oD of 


— ro 


‘2 





1953] NON-COMMERCIAL ANNUITIES—GIFT AND ESTATE TAXES 67 


(2) Section 811(c)(1)(B) (i) includes in the estate of the transferor 
the value of any property transferred during his life where he has retained 
the possession or enjoyment of, or the right to the income from, the prop- 
erty. This section represents the meat of the problem of avoiding estate 
taxes via annuity transactions. It is designed to sweep ito the gross estate 
for estate tax purposes transfers wherein the decedent has retained for his 
life, for any period not ascertainable without reference to his death, or for 
any period which does not in fact end before his death, either the right 
to the income from, or the possession and enjoyment of, the property. 

The Commissioner has had a long but unsuccessful fight to bring non- 
commercial annuity transactions within this provision, his usual position 
being that the transaction was in effect a transfer of possession but a re- 
tention of the income from the property.** The cases have denied taxa- 
bility on one or more of several grounds: (a) that the transferor had made 
a complete, irrevocable transfer, divesting himself of all power to recall 
the property; (b) that the transferee was free to dispose of the property 
and the income therefrom; (c) that the income of the property itself was 
not reserved; rather the transferor had a mere contractual right against 
the transferee for the payments ; and (d) that the stipulated sum was pay- 
able even though the property produced no income. And in one case the 
Court pointed out that the transferees had independent means from which 
to pay the annuity ; hence payment was not in fact dependent upon income 
from the property.** 

It is to be noted that the income tax treatment of the transferor-annui- 
tant does not comport with that afforded an actual retention of income pur- 
suant to a transfer in trust *° or otherwise.*’ Perhaps this income tax treat- 
ment tends to favor the transferor even in the estate tax inquiry. Although 
the income tax and estate tax laws are not in pari materia, nevertheless the 
concepts of taxability are similar in respect to this particular situation. 

The decisions indicate that where the four factors enumerated are pres- 
ent, there is little prospect of a successful assertion of estate tax liability. 
The problems arise when some sort of security device is interposed to se- 
cure the annuity payments. It will be seen that factors (a) and (b) depend 


upon the absence of “‘strings”’ in the transferor’s hands regarding the prop- 


44 Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.C.N.J. 1944) ; Estate of William Hof- 
ford, 4 T.C. 790 (1945) (supp. op.) ; Estate of Sarah A. Bergan, 1 T.C. 543 (1943) ; Hirsh 
v. United States, 35 F.2d 982 (Ct.Cl. 1929); Lincoln v. United States, 65 Ct.Cl. 198 
(1928) ; Seymour Johnson, 10 B.T.A. 411 (1928); Security Trust & Savings Bank, 11 
B.T.A. 833 (1928) ; Edmund H. Fleming, 9 B.T.A. 419 (1927) ; Estate of Henrietta Put- 
nam, 3 B.T.A. 823 (1926). 

45 Hirsh v. United States, 35 F.2d 982 (Ct.Cl. 1929). 

46 T.R.C. §162. 

47 Bettendorf v. Comm’r, 49 F.2d 173 (8th Cir. 1931), and Michael Fay, 34 B.T.A. 662 
(1936) (income held taxable to the transferors). 
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erty and income. Where the transferor did not retain any real control over 
the property and income but interposition of the security device was only 
a reasonable protection for the transferor,** it was held not to effect tax- 
ability. But where the property was placed in trust,*® or redelivered to the 
transferor as pledgee,”’ the transfer was held to be taxable as a retention 
of income,’ or of possession and enjoyment,” or one intended to take 
effect in possession or enjoyment at or after death ** under section 811(c) 
(1)(C), hereafter discussed. 

Just how far one can go in imposing security devices in annuity trans- 
actions is conjectural. There are too few cases, and those are from a 
former era. But it would seem that if any of the four factors enumerated 
are not present the odds favor taxability. And it would be well in any case 
to avoid close approximation between the annuity payment and the income 
from the property. This is especially important where the income from 
the property is a fixed amount, 1.e., where real property subject to a lease- 
hold is transferred. If in addition the transferee is impecunious, the whole 
transaction is highly suspect. 

It is clear that in any case in which it is found that the income of the 
transferred property has been retained by the transferor, there cannot have 
been a bona fide sale for an adequate and full consideration in money or 
money’s worth and the full value of the transferred property as of the time 
of the annuitant’s death will be included in his gross estate. It would require 
the height of inconsistency to expect any deduction for the annuity pay- 
ments made by the transferee. Such payments could hardly be treated as 
retained income increment under section 811(c)(1)(B)(i), on the one 
hand, and payments of purchase price under section 811(i), on the other. 

(3) Section 811(c)(1)(C) includes in the estate of the transferor 
transfers intended to take effect in possession or enjoyment at or after 
death. This provision is of particular importance where there is a survivor- 
ship annuity. However, it will be of importance in any case where the 
transferred property is placed in trust or pledged to secure the annuity 
payment or under any circumstances where the transferee is unable to ex- 


48 Estate of Koert Bartman, 10 T.C. 1073 (1948) (annuity made a lien on the trans- 
ferred property) ; Lincoln v. United States, 65 Ct.Cl. 198 (1928) (transferees agreed to 
hold the property as joint tenants during life of annuitant) ; Seymour Johnson, 10 B.T.A. 
411 (1928) (securities deposited but transferees retained right to substitute other securi- 
ties). 

49 Estate of Cornelia Schwartz, 9 T.C. 229 (1947); Tips v. Bass, 21 F.2d 460 (W.D. 
Tex. 1927). 

50 Estate of Pamelia D. Holland, 47 B.T.A. 807 (1942), supp. op., 1 T.C. 564 (1943). 

51 Estate of Cornelia Schwartz, note 49 supra. 

52 Estate of Pamelia D. Holland, note 50 supra. 

53 Tips v. Bass, note 49 supra. 
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ercise full and complete dominion over the property until the transferor’s 
death.** 

The purpose of this section and of section 811(c)(1)(B) is to reach 
substitutes for testamentary disposition.’ Section 811(c)(1)(C) does 
not require any retained interest in the transferor, merely a finding that 
the transferee’s possession or enjoyment of the property can be obtained 
only by surviving the transferor. Because of the nature of the transaction 
in which the non-commercial annuity is utilized, taxability under section 
811(c) (1) (B) (i) because of the retention by the transferor of possession 
or enjoyment of the property may often coincide with taxability under sec- 
tion 811(c)(1)(C). Thus, where securities transferred are placed in trust 
and the transferor retains voting rights, or where the property transferred 
is returned to the transferor as pledgee, the transaction would be subject to 
attack under either of these paragraphs. For this reason, part of the dis- 
cussion under paragraph (B) (i) is applicable to paragraph (C), though 
not here repeated. Where the transferee’s possession and enjoyment is 
postponed but the transferor has retained no interest or possession or en- 
joyment, taxability will result exclusively under (C). 

As in section 811(c)(1)(A), the exception in the case of a bona fide 
sale applies to sections 811(c)(1)(B) and 811(c)(1)(C). Unless it is 
determined that the annuity payments amount to a reservation of income 
within paragraph (B) (i), they should be treated as consideration in money 
or money’s worth. To the extent that they are so treated, paragraphs (B) 
and (C) are inapplicable. Again, then, as under paragraph (A), the prob- 
lem is one of valuation. If the value of the annuity promise be used, para- 
graphs (B) and (C) can apply only as to the amount by which the value 
of the property transferred exceeds the value of the annuity promise. If 
the open transaction income tax treatment is used in valuing the consid- 
eration, paragraphs (B) and (C) can apply to the extent that the value 
of the property transferred exceeds the aggregate of the payments made 
by the transferee annuitant (or possibly the aggregate of the payments 
discounted ). 

HevverinG v. LE G1ERSE 


Since the Commissioner’s frontal attack on non-commercial annuities 
has been based on the retained income aspect of section 811(c) (1) (B) (i), 
no discussion of the estate tax problems in this field would be complete 
without taking notice of Helvering v. Le Gierse ** and subsequent lower 
court decisions construing this case. 


54 Ibid. See also, Estate of William F. Hofford, 4 T.C. 542 (1945), modified on re- 
hearing, 4 T.C. 790 (1945). 

55 DEWIND AND LinsTONE, of. cit. supra note 31, at 21. 

56 312 U.S. 531 (1941). 
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In the Le Gierse case, the decedent, at age 80, purchased a single pre- 
mium life insurance contract. Because of her non-insurability she was re- 
quired, in order to obtain the insurance, to purchase a single premium life 
annuity contract to offset the insurance risk. Decedent named her daughter 
beneficiary of the life insurance policy, and the estate tax return filed by 
decedent’s executors excluded the proceeds of this policy on the ground 
that it constituted insurance payable to a specific beneficiary within section 
302(g) of the Revenue Act of 1926. 

The Commissioner asserted a deficiency in estate taxes based on an in- 
clusion of the proceeds of this policy in decedent’s gross estate. The 
Supreme Court sustained the Commissioner, resting its decision on two 
grounds: (1) viewing the transaction as a whole there was no insurance 
risk, since the life annuity offset whatever risk inhered in the life insurance, 
and the element of risk being essential to constitute insurance, there was 
no insurance within the meaning of that term in section 302(g) ; and (2) 
having ruled out the exemption of section 302(g), the proceeds of the 
policy were taxable as a transfer intended to take effect in possession or 
enjoyment at or after death under section 302(c) of the Revenue Act of 
1926. As stated by the Court at the outset: “Thus the basic question is 
whether the amounts received here are amounts ‘receivable as insurance’ 
within the meaning of section 302(g)."° Once the Court negated the ap- 
plication of section 302(g), taxability followed as a matter of course since 
there was no question of assignment involved. 

Subsequent lower court decisions have interpreted the Le Gierse case as 
requiring that the money invested in the life insurance and life annuity be 
viewed as a single investment fund.** From this they have concluded that 
the annuity payments are in effect merely the income increment of the in- 
vestment fund.*® Hence, the retention of the life annuity payments has 
resulted in subjecting the proceeds of the life insurance to estate taxes in 
the estate of the insured under section 811(c) (1) (B) (i), despite the fact 
that the insured had completely divested himself by assignment of all the 
incidents of ownership of the life insurance. 


57 The decedent had apparently retained all the incidents of ownership, including the 
right to change the beneficiary, or for that matter, to cancel the policy for its cash sur- 
render value. Clearly, the beneficiary was assured of nothing until death of the insured. 
Thus, while the Court did not iterate the ground for taxability, the transfer was one in- 
tended to take effect in possession or enjoyment at or after death under §302(c). To all 
intents and purposes the situation was much the same as a revocable trust, since the trans- 
feror could reacquire the principal. The samme may be said for Old Colony Trust Com- 
pany v. Comm’r, 102 F.2d 380 (1st Cir. 1939), cited by the Court, since the annuitant 
therein had the right to surrender the policy at any time, a right of which she never di- 
vested herself. 

58 See Conway v. Glenn, 193 F.2d 965 (6th Cir. 1952), and Burr v. Comm’r, 156 F.2d 
871 (2d Cir. 1946), cert. denied, 329 U.S. 785. 

59 Tbid. 
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The difficulty with this view of the transaction is that it conflicts with 
the economic realities of the transaction. Both in Commissioner v. Clise © 
and Conway v. Glenn“ the facts related make clear that however much 
dependent the issuance of the life insurance was on the purchase of the 
life annuity, the converse was not true—the life annuity did not depend 
in any way on the existence of the fund invested in the life insurance. In 
fact, the life insurance could have been surrendered for its cash value with- 
out impairing the income rights under the annuity contract.** In specula- 
tors’ parlance, the life annuity was merely a hedge against the risk incurred 
by the company in the life insurance policy. 

The real point of confusion in these cases appears to be that they treat 
the Le Gierse case as a square precedent. Where the Le Gierse case enunci- 
ates the rule that for the purpose of determining whether the life insurance 
policy constitutes insurance within the meaning of section 302(g), the life 
insurance policy and the life annuity issued simultaneously therewith must 
be considered together, these cases construe the Supreme Court’s decision 
as requiring that the contracts be considered as one for the purpose of de- 
termining taxability under section 811(c). While this is not of itself im- 
proper, or illogical for that matter, the cases demonstrate that the courts 
have grasped the rule as the touchstone of taxability instead of merely the 
starting point from which to pursue an analysis of the facts. 

To add to the already confused picture, the Supreme Court has recently 
affirmed the decision of the Seventh Circuit Court in Bohnen v. Harrison “ 
that the life insurance proceeds are not taxable to the estate of the insured 
where the insured had relinquished all the incidents of ownership, even 
though the life annuity had been retained. The affirmance, however, is 
without weight as a precedent since it resulted from an evenly divided 
court. And the Tax Court had just ruled that where the life insurance 
has been surrendered by the assignees thereof prior to the death of the in- 
sured, the cash surrender value is not includible in the gross estate of the 
insured, a seemingly gossamer distinction.” 

As noted at the outset, these cases are significant in an analysis of the 


law relating to non-commercial annuities, in that they have been considered 


60 122 F.2d 998 (9th Cir. 1941). This case is squarely in point with the Le Gierse case 
since there was no assignment of the insurance policy. 

81 193 F.2d 965 (6th Cir. 1952). 

62Tn Burr v. Comm’r, 156 F.2d 871 (2d Cir. 1946), the Court, by way of dictum, in- 
ferred that had the assignees cashed the insurance policy during the life of the insured, the 
proceeds would not be includible in the insured’s estate. The mere fact that the assignees 
could have cashed the policy was said not to alter the “realities” of the situation. To say 
that what is a taxable transfer may be rendered a non-taxable transfer by the uncontrolled 
act of the transferee seems incongruous. 

63 199 F.2d 492 (7th Cir. 1952). 

84 Hutchinson, 20 T.C. No. 109 (1953). See note 62 supra. 
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as providing an analogy for the application of the retained income theory 
under which the Commissioner has in the past asserted estate tax liability 
to the estate of the transferor-annuitant. Confessedly, these cases repre- 
sent precedents under section 811(c) (1) (B) (i), going far beyond existing 
decisions in the non-commercial annuity field. They are cause for concern 
in the non-commercial annuity field in their apparent disregard of a factual 
test in determining the existence of reserved income, substituting therefor 
a test as yet inarticulated. This makes well-nigh impossible any creditable 
estimate of their applicability.® 


SURVIVORSHIP ANNUITIES 


Under the previous two sections we have discussed only an individual 
annuity. However, it is entirely possible that if H, the transferor in our 
example, were married he would very likely desire a survivorship annuity, 
i.e., one payable for his life, and thereafter for the life of his wife if she 
survived. If this is done via a non-commercial annuity, all of the problems 
heretofore discussed are involved. 

It is clear that under section 811(c) (1) (C), in the case of any annuitant 
dying after October 7, 1949,°° the value of the interest of the surviving 
annuitant is includible in the estate of the deceased annuitant if he fur- 
nished the consideration for the annuity.” 

When property is transferred in return for a survivorship annuity, the 
value of the annuity promise of the transferee is based on the life of the 
younger annuitant. Prior to 1951 the surviving annuitant obtained no new 
basis for her interest in the annuity, and for this reason survivorship an- 
nuities were not attractive. However, the Revenue Act of 1951 ® has rem- 
edied this situation by providing for a new basis to the survivor, provided 
the value of the surviving annuitant’s interest is included in the deceased 
annuitant’s gross estate under section 811."° However, the marital deduc- 


65 These cases are not mooted by the payment-of-premium test under §811(g), since the 
Le Gierse case holds that combination life insurance-annuity transactions are not insurance. 
The payment-of-premiums test applies only to insurance. 

66 T.R.C. §811(c) (3). 

67 Estate of John M. Goetchius, 17 T.C. 495 (1951). There is some question whether 
§811(c) (2) would result in taxability. Pruyn’s Estate v. Comm’r, 184 F.2d 971 (2d Cir. 
1950) ; Estate of Frederick J. Twogood, 15 T.C. 989 (1950). But see, Estate of Mary H. 
Hughes, 44 B.T.A. 1196 (1941) (predicated on the theory that Helvering v. Hallock, 309 
U.S. 106 (1940) overruled May v. Heiner, 281 U.S. 238 (1930) ; the latter case was later 
overruled). See also, Comm’r v. Wilder’s Estate, 118 F.2d 281 (5th Cir. 1941). Whether or 
not taxability results under §811(c) (1) (B) (i) as well is now a moot question, except for 
cases of decedents dying prior to 1949, and then only if §811(e)(2) is held inapplicable. 

68 Sec. 303(a) and (b), Revenue Act of 1951. Effective for taxable years ending after 
Dec. 31, 1950. 

69 T.R.C. §113(a) (5). 
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tion is available in respect to a spouse’s interest in a survivorship annuity, 
so that this need not create additional estate taxes.”° 

But on the other hand, the marital deduction for gift tax purposes can- 
not be availed of to the extent of the value of the interest of the spouse in 
the annuity.” Thus, if H in our example transfers property to 4, B, and C 
in return for an annuity for himself, with a survivor’s interest in his wife, 
only the value of the annuity promise based on his life is consideration for 
the transfer.” The value of the wife’s interest is a gift to her at the time 
of transfer and will not qualify for the marital deduction.** But, of course, 
as to any excess of value of the property transferred over the value of both 
annuity interests, the split-gift provisions may be availed of. 


CONCLUSION 


If any one conclusion is to be drawn concerning the taxability of private 
annuity transactions, it must be that their tax status is highly uncertain. 
For this reason one must indeed be licensed for irresponsibility if he pro- 
ceeds hastily in choosing this form of disposition for his property. But if 
this type of transaction is to be utilized every tax phase must be examined. 
And, unfortunately, many of the important questions are as yet imponder- 
able. Where estate tax avoidance is the main consideration, one must weigh 
the prospective estate tax saving against the possible income tax cost if the 
transferee dies shortly thereafter. And as yet, avoidance of estate taxes is 
not assured, although this appears probable where the transferor is willing 
to accept an unsecured promise and part completely with the property. 
Anything less than this may result in the value of the property being in- 
cluded in the estate of the transferor, with no corresponding basis adjust- 
ment for the transferee. 

Aside from the uncertain tax result, it must indeed be with reluctance 
that tax advisers recommend that clients place their property or wealth 
beyond recall in the hands of descendants. For this reason alone, it is prob- 
able that non-commercial annuities will never attain wide popularity with 
the estate-planning bar. 


70 TRACHTMAN, EstaTE PLANNING 16 (Practising Law Institute, 1951). 
71 Reg. 108, Sec. 86.16(b). 

72 Comm’r v. Wemyss, 324 U.S. 303 (1945). 

73 Reg. 108, Sec. 86.2. 

















Ratio Decidendi In Federal Tax Cases 


EDWARD T. ROEHNER anp SHEILA M. ROEHNER 


Warx the tax bar forgets its training in ratio decidendi thinking, it 
substitutes undisciplined imagery for established techniques. For instance, 
some tax men believe that because of the Court Holding Co. case the 
United States may hold a seller of stock responsible in taxes for what 
the buyer does with the stock, even though the sale is an arm’s-length 
transaction and there never was any relationship between the parties.* In 
many cases the American business man would consider this a gross in- 
vasion of his rights.” If his tax counsel informs him that this is within the 
sweep of the Government’s power to tax and that his tax counsel is helpless 
to protect him, he may believe that since the Government has strength he 
will use trickery.* Thus is invited the situation now prevalent in France, 
whose tax system “makes cheating the government a national pastime.” * 

In every field of law the courts must depend upon counsel to guide them.° 
As Lord Macmillan said, “The better the case is presented on each side, 
and the keener and more skilful the debate before him, the more likely is 


Epwarp T. RoEHNER is a member of the New York Bar, specializing in tax practice; 
SHeiLa M. RoEHNER (LL.B., Columbia Law School) is a member of the New York Bar 
and contributor to legal periodicals. 

1 See discussion infra under the heading Court Holding Co. And Cumberland Public 
Service Co. Cases. 

2 The great virtue of the American economic system is that it is a competitive system, 
whereas European business men cooperate in each other’s affairs to the detriment of the 


community. 
3 Cf. “Men in the mass are never long content to shrug their shoulders and sigh ‘dura 
les sed lex’; ...’ [Caun, Tue SENSE or Injustice 36 (1949)]. High rates alone will 


not excite the community’s sense of injustice, since it recognizes the necessity for revenue. 
But should the business community feel that the tax law is an odious tyrant which makes 
one of them pay for what another has done, then assuredly will we mobilize the sense of 
injustice. Cf. also, “What it [the sense of injustice] cannot stomach is the use of law to 
raise up the guilty or to punish the innocent.” Jd. at 17. 

* Stewart Alsop, What’s the Matter with France?, N.Y. Herald Tribune, Aug. 27, 1953, 
p. 19. 

5 Cf. “It is not possible in the ordinary course for their Lordships to be aware of all the 
authorities, statutory or otherwise, which might be relevant to the issues in the particular 
case. Their Lordships are in the hands of counsel and those that instruct counsel, and it 
is the practice of the House to expect, and even to insist, that authorities that bear one 
way or another upon matters in debate, shall be brought by counsel to their attention.” 
[Lord Chancellor Birkenhead in Glebe Sugar Refining Co. v. Trustees of Greenock [1921] 
W.N. 85, 86]. 
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it that the judge will reach a just and sound judgment. That is why it 
has been said that a strong Bar makes a strong Bench.’’* The bench is 
particularly dependent upon the bar in tax cases.’ 

We contend that the tax bar is scuttling its responsibilities.* We shall 
show below that an aberrant decision by a district judge ° is accepted by 
the tax bar as stating the law, and that decisions in income tax cases are 
tortured beyond their possible meaning.*® 


ZENZ V. QUINLAVAN 


The reaction of the tax bar to Zenz v. Quinlavan,™ a district court de- 
cision, is a startling illustration of abdication of function. The question 
in the case was whether the sale by a stockholder of all her stock to a cor- 
poration was a section 115(g) distribution. The taxpayer argued irrele- 
vant cases, which the district judge said had been overruled. The Com- 
missioner argued cases in which the seller was left with the same, or almost 
the same, proportion of stock as before the sale to the corporation, but the 
Zenz taxpayer did not, judging by the opinion, controvert these cases. The 
district judge decided the case as one would expect him to decide a tax 
case: on the basis of the briefs before him, which meant that he decided in 


favor of the Commissioner. 

The facts of the Zenz case as stated in the opinion were that a widow 
owned the 108 shares of the outstanding stock of a general contracting 
corporation, most of which she had inherited from her husband. <A part- 
nership in the same business, in which she had no interest, apparently 
desired to obtain complete ownership and control of the corporation, in 


6 Lorp MAcMILLAN, LAw AND OTHER THINGS 175 (1938). 

7 Cf. “The income-tax law in particular has grown so involved that only specialists can 
understand it, and few of them can use it intelligently.” [Macitt, Tue Impact or FeEp- 
ERAL TAXES 12 (1942)] Dean Griswold wrote in a book review that anyone who has 
read some of the sections of the Revenue Act of 1942 will agree with the statement. [91 
U. of Pa. L. Rev. 574 (1943)] In Comm’r v. Callahan Realty Corp., 143 F.2d 214 (2d 
Cir. 1944), and in United States v. Roth, 164 F.2d 575 (2d Cir. 1948), the Circuit Court 
refused to follow another Circuit Court, because in each case the appellant’s brief raised 
a point that the other Court had not been given an opportunity to consider. 

8 Cf. “A growing number of litigants complain about the quality of their attorney’s serv- 
ices, Justice Clark said. The jurist said, however, that he did not wish to seem to be a 
second guesser in the matter of the quality of legal advice given in courts, but added that 
some of the cases reaching the highest bench ‘frankly, don’t look too good.’ Some of the 
points that counsel might have raised were not mentioned, he said.” [N.Y. Times, Sept. 
18, 1951, reporting an address by Associate Justice Clark of the Supreme Court of the 
United States at a luncheon for members of the federal bench given by the Section of 
Judicial Administration of the American Bar Association at its annual convention]. 

9 Sce discussion infra under Zens v. Quinlavan. 

10 See discussion infra under The Basley Case, The Kirschenbaum Case, and The Court 
Holding Co. and Cumberland Public Service Co. Cases. 

11106 F.Supp. 57 (D.Ohio 1952), on appeal, 6th Cir. 
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the interest of eliminating competition and appropriating good will. On 
March 12, 1949 the partners bought 47 shares for $37,130, or $790 a 
share. On the same day the directors and the officers resigned and the 
partners and their attorney replaced them. On March 31, 1949 the tax- 
payer and the partners, individually and not as corporate officers or direc- 
tors, entered into an agreement which provided that the taxpayer should 
sell her remaining 61 shares to the corporation. At a special meeting of 
the board of directors of the corporation, bearing the same date, a resolu- 
tion was passed authorizing the purchase of the 61 shares at $790 a share, 
or $48,190. The resolution found the earned surplus at that time to be 
$48,629.50. It is thus apparent, said the judge, that the 61 shares of stock 
were to be purchased for a sum corresponding to the earned surplus of 
the corporation. The judge found that the taxpayer desired to sell all her 
stock and that the partners would be content with nothing less than com- 
plete ownership and control of the corporation; and that the mechanics 
of implementing the desires of the parties were left entirely in the hands 
of the attorney for the partners, the parties not being interested in how the 
operation was performed but only in the results. 

The Commissioner contended that the net effect of the transaction was 
to pay the corporate surplus to the taxpayer. The taxpayer relied upon 
Commissioner v. Cordingley ** and Commissioner v. Quackenbos.* The 
district judge stated that these two cases had been overruled in Airschen- 
baum v. Commissioner,'* which cites and follows Commissioner v. Estate 
of Bedford.* He then said that he would follow the net effect doctrine, 
which had been laid down by the Seventh Circuit Court in McGuire v. 
Commissioner,’® the Court of Appeals for the District of Columbia in 
Hyman v. Helvering * and Flanagan v. Helvering,** and the Ninth Circuit 
Court in Hirsch v. Commissioner.” 

Neither the cases cited by the taxpayer nor those cited by the Commis- 
sioner were relevant to the issue before the Court. The Cordingley and 
Quackenbos cases had held that if earnings are impounded in non-taxable 
stock dividends, their subsequent redemption is not a section 115(g) trans- 
action unless the non-taxable stock dividend was issued in bad faith. The 
net effect cases on which the Commissioner relied were cases in which the 


1278 F.2d 118 (1st Cir. 1935). 

13 78 F.2d 156 (2d Cir. 1935). The Cordingley and Quackenbos cases involved the same 
set of facts and had been consolidated for trial in the Board of Tax Appeals. P-H B.T.A. 
Mem. Dec. 934,129. 

14155 F.2d 23 (2d Cir. 1946). 

15 325 U.S. 283 (1945). 

16 84 F.2d 431 (7th Cir. 1936). 

1771 F.2d 342 (App. D.C. 1934). 

18116 F.2d 937 (App. D.C. 1940). 

19124 F.2d 24 (9th Cir. 1941). 
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taxpayer had the same, or almost the same, proportion of stock ownership 
after as before the redemption. 

Under the circumstances of the Zenz case, in which the taxpayer relied 
on cases which the Commissioner showed had been overruled, and the 
taxpayer did not controvert the cases advanced by the Commissioner, the 
district judge was compelled to find for the Commissioner. 

Obviously, tax counsel should consider the Zenz decision one to be dis- 
missed without fear; in fact, one tax letter stated that the interpretative 
branch of the Treasury in Washington was surprised at the decision, and 
that right up to the time of the decision it had been issuing rulings that 
there was no dividend in transactions like the Zenz case. The tax bar has, 
however, not studied the reasoning of the Zeng case to see whether the 
reasoning supported the decision. Instead, they have accepted the decision 
as stating the law. Thus, in discussing “Buying Out the Disputatious 
Shareholder,” one commentator recently wrote that the Zenz case has 
injected uncertainty not only into this situation but also into broader areas 
of closely-held stock sales and purchases.*° 

And in the course of a panel discussion on the subject of negotiating 
the sale of a business, the tax adviser for a would-be buyer offered to pay 
cash for half the stock of the sole stockholder and to have the corporation 
buy the other half. The objection was immediately made by the tax ad- 
viser for the seller that his client would then be subject to the Zenz case.” 
He thought, however, that this position was wrong because the taxpayer 
had no chance to recover her baSis. He then remarked that presumably 
the basis for the shares sold to the corporation would be added to the basis 
of the shares sold to the outside purchasers, resulting in a capital loss from 
the sale. Then the tax adviser for another would-be buyer immediately 
agreed that the seller should be very cautious about permitting the first 
would-be buyer to have the corporation buy the other half. 

It does not seem to have occurred to writers on the subject that the 
sale to the corporation could not possibly be a section 115(g) transac- 
tion unless the seller retained a stock interest in the corporation. Section 
115(g) applies to one who has received a distribution on a stock interest 
which he continues to own. If he surrenders all his stock, the amount 
received is for the stock interest surrendered. 

The Zenz decision should be treated for what it is; an aberrant decision 
by a court which was not sophisticated in tax law, and not being properly 


20 Harnett, Buying Out the Disputatious Shareholder in ProceepINcs oF New York 
University ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 393, 401 (1953). Cf. 
also Note, 66 Harv. L. Rev. 537 (1953). 

21 Casey, Stern, Ayers, Geller, Negotiating the Sale of a Company: A Panel Discus- 
sion in Proceeptncs oF New York UNIversITy ELEVENTH ANNUAL INSTITUTE ON FED- 
ERAL TAXATION 899, 908 (1953). 
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guided by counsel, decided the case wrongly.”* Certainly, the tax bar 
should not increase the difficulties of taxpayers by encouraging the Com- 
missioner to believe that he has a new weapon. 


Tue Bazrey Case 


In Bazley v. Commissioner * the taxpayer and his wife owned all but 
one of the shares of stock of a corporation. The only class of stock out- 
standing was common stock of the par value of $100 a share. They turned 
this stock in and received in exchange for each share no par stock of the 
stated value of $60 and new debenture bonds for the difference of $40 a 
share, having a total face value of about $400,000, which were payable 
in ten years but callable at any time. The taxpayer claimed that the trans- 
action was a recapitalization under section 112(g) (1) (E) and that there- 
fore the transaction was not taxable. The earned surplus exceeded the face 
value of the bonds. Justice Frankfurter, writing for the Court, said: * “In 
the case of a corporation which has undistributed earnings, the creation of 
new corporate obligations which are transferred to stockholders in relation 
to their former holdings, so as to produce, for all practical purposes, the 
same result as a distribution of cash earnings of equivalent value, cannot 
obtain tax immunity because cast in the form of a recapitalization-reor- 
ganization.” The Court held that the value of the bonds was taxable under 
section 115(g) as a distribution equivalent to a dividend. 

Professor Joseph Hawley Murphy, however, discussing the Bazley case, 
substitutes for the italicized words “in relation to” the words “in return 
for.” > He then tells us that under this rationale, interest in the affairs 
of a corporation, which appears to be a test under the regulations, would 
be effectively retained if the shareholder became an obligee. However, the 


22 Cf. “A curious, not to say comic, example of the situation which may arise when a 
relevant authority is overlooked is provided by Hedger v. Shutler, which has not found 
its way into any ‘full-dress’ report, but was noted in the Estates Gazctte, 1942, 369, 453 
(see also 86 S.J. 264,285 and 61 L.N.164). This was an appeal from a County Court on 
a point of rent restriction and on the second day of the hearing judgement was delivered 
for the respondent. One member of the Court of Appeal, however, felt uncasy about the 
decision, and after the rising of the Court he discovered an authority (Tibber v. Upcott 
[1940] 1 K.B. 613) for which his memory had been searching; it was flatly at variance 
with the judgement to which he had just been a party. The Court of Appeal expunged 
its first judgement, and, a week later, gave exactly the contrary decision, on the authority 
of Tibber vy. Upcott. Meanwhile, conscientious commentary had been offered in learned 
periodicals on the first and revoked judgement in Hedger v. Shutler. It is not always 
that a Court is provided, through the vigilance and learning of one of its members, with so 
swift a locus poenitentiae when it has committed a sin of ignorance.” [ALLEN, LAw IN THE 
MAKING 349 (5th ed. 1951) ]. 

23 331 U.S. 737 (1947). 

24 Td. at 742 (emphasis supplied). 

25 Murphy, Partial Liquidations and The New Look, 5 Tax L. Rev. 73, 87 (1949). 
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extent of the obligation running to him from the corporation, Professor 
Murphy says, would have an important bearing. Were a large proportion 
of the purchase price, he continues, paid outright and a comparatively 
small corporate obligation taken back, his interest would seem negligible. 
To increase the size of the corporate obligation, he goes on, in proportion 
to the cash received would be to give the retiring stockholder such a stake 
in the business that he might be considered as having retained an interest. 
He discusses the matter for two additional paragraphs, stating that a 
ruling should be obtained from the Commissioner when the terms of the 
bond issue have been agreed upon, and concludes with the statement, 
“There would seem to be small safety in any other procedure.” 

We find that the Bureau is seeking to exert the new power under section 
115(g) so generously conferred on them by Professor Murphy. 


Tue KirscHENBAUM CASE 


Professor Murphy, in a later article,** misconstrues the Second Circuit 
Court decision in Kirschenbaum v. Commissioner,”" which also dealt with 
section 115(g). He tells us that the corporation had a large surplus and 
two equal stockholders. Each sold a portion of his stock to the corporation, 
and because it was held in treasury, they argued that it was not a cancella- 
tion or redemption, and hence taxable at capital gain rates and not as an 
ordinary dividend under section 115(g). He tells us that the Second Cir- 
cuit Court dealt “the holding-in-treasury vis-a-vis redemption fiction a 
staggering blow, by holding the profits dividend equivalents under section 
115(g) and pointing out that retaining the stock in treasury made them 
no less so.” 

Professor Murphy goes on to tell us that all “was not lost, however.” 
In Commissioner v. Snite,** he says, a corporation bought shares from its 
shareholders and held them for an employee distribution. The Seventh 
Circuit Court, he says, held this transaction to be a purchase rather than 
a redemption or cancellation under section 115(g), criticizing the Kirsch- 
enbaum decision and saying that a true redemption exists when the shares 
are called or retired, not when it purchases its own stock. However, the 
Seventh Circuit Court did not criticize the Kirschenbaum decision. It 
said : *° 

. . . But the court did not [in Kirschenbaum] pass upon the question 
before us. It refused to define the precise limitations under which proceeds 


26 Murphy, How to Handle Treasury Stock; Distinction Between Treasury Stock and 
Unissued Stock: Is There Any Justification for This? in ProcEepInGs or NEw York 
University TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1161, 1174 (1952). 

27155 F.2d 23 (2d Cir. 1946). 

28177 F.2d 819 (7th Cir. 1949). 

29 Td. at 822. 
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of sale are taxable under Section 115(g) or those under which they are not 
taxable. 


The Seventh Circuit Court did say that the decision by the Second Circuit 
Court in Alpers v. Commissioner applied to the facts before it.*° 

An examination of the Kirschenbaum opinion reveals that the Tax Court 
had held that the transaction fell within section 115(g) and that the Sec- 
ond Circuit Court had stated that it could not, under the Dobson rule,* 
reverse the Tax Court. The Second Circuit Court, however, firmly re- 
minded the district courts that in Alpers v. Commissioner it had held that 
treasury stock was not cancelled or redeemed and hence not taxable under 
section 115(g), and that while it could not overrule the Tax Court, the 
Alpers decision was still binding upon the district courts. 

This is an analysis of the Kirschenbaum case and not a prophecy of what 
the Second Circuit Court will do if a Kirschenbaum situation comes before 
it on appeal from a district court, but until the Second Circuit Court 
reverses the position it took in the Kirschenbaum case, the district courts 
within its jurisdiction are bound by what it said in the Kirschenbaum case. 
Judge Frank, of the Second Circuit Court, once remarked that the courts 
of appeals are judicial moons that try to reflect the Supreme Court.** To 
the district court, when the Supreme Court has not spoken, the court of 
appeals in whose jurisdiction it is is the sun which it but reflects. 


Court Hoxpinc Co. AND CUMBERLAND Pustic Service Co. Cases 


One writer ** declared that the Court Holding Co.* problem suggests 
one situation where a choice of courts is indicated. He stated that the 
Second Circuit Court had held in Fairfield S. S. Corp. v. Commissioner *° 
that the gain from the disposition of property by the stockholder-dis- 
tributee may be taxed to the distributing corporation. In an analogous 
situation, he said, the Court of Claims held in Cumberland Public Service 
Co. v. United States ** that once property has been distributed by a cor- 
poration, gain from the sale may not be attributed to the corporate dis- 
tributor. He therefore thought that a choice of courts is indicated and 
that probably practitioners concerned with similar issues would prefer 


30 126 F.2d 58 (2d Cir. 1942). 

31 Dobson v. Comm’r, 320 U.S. 489 (1943), repealed by Pub. L. No. 773, 80th Cong., 2d 
Sess. (1948), effective Sept. 1, 1948, amending I.R.C. §1141(a). 

32 Choate v. Comm’r, 129 F.2d 684 (2d Cir. 1942). 

33 Russell, Suits for Refund: The Court in Which to Sue in Particular Kinds of Cases 
in ProcEEDINGS OF New YorK UNIversity ELEVENTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 771, 783 (1953). 

34 Comm’r v. Court Holding Co., 324 U.S. 331 (1945). 

35 157 F.2d 321 (2d Cir. 1946), cert. denied, 329 U.S. 774 (1946). 

36 83 F.Supp. 843 (Ct.Cl. 1949), aff’d, 338 U.S. 451 (1950). 
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the Court of Claims to the District Court or the Tax Court if the decision 
were subject to review by the Second Circuit Court. 

On the contrary, there is no conflict between the two cases. In fact, the 
Second Circuit Court made it clear in the Fairfield opinion that on facts 
such as arose later in the Cumberland case, it would hold the transaction 
not taxable to the corporation. In the Fairfield case the Fairfield corpora- 
tion was the wholly-owned subsidiary of the Atlantic corporation. Fair- 
field had a ship which the stockholders of Atlantic determined Atlantic 
should sell, since Atlantic had losses which it could offset against the gain 
on the sale of the ship. The Tax Court held that the Court Holding Co. 
case applied. The Second Circuit Court disagreed and said “that case 
turned upon the fact that all preliminary negotiations had been made ex- 
pressly with the corporation; and that it was only after the bargain had 
been struck, that the device of a liquidation was brought in as deus ex 
machina. The contrary was true here.’”’ The Second Circuit Court went 
on to say that notwithstanding the extremely limited scope of its powers 
to disturb any decision of the Tax Court under the Dobson rule, it would 
feel embarrassed at having to affirm the decision of the Tax Court for the 
reasons given by the Tax Court. But, said the Court, the Tax Court was 
right for another reason, and that reason was that the liquidation of the 
subsidiary was not within the purpose of section 112(b)(6). It stated 
that the situation was like Gregory v. Helvering ** where, although the 
taxpayer followed step-by-step the provisions of the statute and was there- 
fore literally entitled to escape, the Supreme Court held that the section 
must be interpreted in the light of its purpose. 

The Cumberland case, on the other hand, was one where the stock- 
holders of Cumberland, who were individuals, entered into a contract with 
another company to sell to it certain of the physical properties of Cumber- 
land as soon as the company was liquidated and the property was received 
by them as a liquidating dividend. The Court of Claims held that the 
individuals had made the sale not the corporation. But if Fairfield had 
been in conflict with the Court of Claims decision in Cumberland, once 
the Supreme Court affirmed the Court of Claims, the conflict vanished, 
for the Fairfield decision would have been deprived of all potency. 

Another writer declares that as a result of the Court Holding Co. de- 
cision there has been a tendency to avoid the potential double tax through 
the device of selling the stock of the corporation rather than the assets.** 
Clearly, he says, this will not involve the corporation in tax liability if 


87 Gregory v. Helvering, 293 U.S. 465 (1935). 

88 Tye, Factors Determining Whether There Is Capital Gain or Ordinary Income on the 
Sale of a Business in ProceepIncs OF NEw YorK UNIVERSITY ELEVENTH ANNUAL INSTI- 
TUTE ON FEepeRAL TAXATION 841, 849 (1953). 
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the corporation is not dissolved. But he believes that if shortly after ac- 
quiring the stock the buyer dissolves the corporation, there exists the real 
threat that the transaction will be viewed as, in substance, a sale of the 
corporate assets. He does not seem to realize that under the Cumberland 
decision, if individual stockholders liquidate a corporation and sell the 
assets, there is no tax to the corporation if it has not participated in the 
negotiations. Nowhere does he refer to the Cumberland decision. 

In a panel discussion on negotiating the sale of a business,*® the tax 
adviser of a would-be buyer offered to exchange stock for stock in a tax- 
free reorganization. The tax adviser for the seller asked whether the 
purchaser would continue the company or whether he would dissolve it in 
order to get a stepped-up basis on the ground that he was purchasing 
assets,*° in which event the tax adviser for the seller feared that there 
would be no tax-free reorganization. The tax adviser for the seller wanted 
a commitment on this. 

Noteworthy is the fear of the panel participants that an otherwise tax- 
free reorganization would become a taxable event if the transferee liqui- 
dates the acquired corporation. None of the panel participants seemed to 
realize that under section 112(g)(1)(C) the acquisition by a corporation, 
in exchange solely for voting stock, of substantially all the properties of 
another corporation is a tax-free reorganization. 

Still another writer declares that prompt liquidation of a corporation by 
the buyer of the stock, however, may create trouble for the selling stock- 
holders, in so far as the buyer’s immediate acquisition of assets suggests 
that the transaction in substance was a sale of assets by the corporation 
and only in form a sale of stock by the stockholders.** In a number of such 
cases, he says, the Bureau’s argument in effect has been that if the buyer 
from the beginning intended to and did acquire assets, someone must have 
sold assets, and this person could only have been the corporation which 
owned the assets. This issue, he says, has arisen, directly or indirectly, in 
six comparatively recent cases ; the Commissioner has lost all six and has 
acquiesced in five, his action not having been published as to the other de- 
cision since it was in memorandum form. This, however, does not, the 
writer continues, necessarily mean that he has ceased looking for other 
cases of this kind to litigate. 

The Court Holding Co. decision, however, held that if a corporation 


89 Casey, Stern, Ayers, Geller, Negotiating the Sale of a Company: A Panel Discus- 
sion in PROCEEDINGS OF New York UNIversity ELEVENTH ANNUAL INSTITUTE ON FED- 
ERAL TAXATION 899, 905 (1943). 

40 Kimbell-Diamond Milling Co., 14 T.C. 74 (1950), aff’d, 187 F.2d 718 (5th Cir. 1951). 

41 Mintz, Recent Developments under the Court Holding Co. and Cumberland Public 
Service Co. Cases—Sale of Assets or Stock in ProceEpINGS oF NEw York UNIVERSITY 
ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 873, 885 (1953). 
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initiates a sale, the later sale of the assets by the stockholder may be held 
to be in reality a sale by the corporation. The Cumberland case held that 
if the stockholder initiates the sale, the sale will be held to be his. If the 
stockholder sells his stock to a purchaser who promptly liquidates the cor- 
poration, there is nothing in the Court Holding Co. case holding that the 
corporation has sold the assets. 

It is the baseless fears on the part of the tax bar which encourage the 
Commissioner to keep trying cases which he never had a chance to win. 
He would be derelict in his duty if he did not try them, since the tax ad- 
visers to the taxpayers state that he may have a point. The advisers’ readi- 
ness to admit that the Commissioner may have a point reminds us of the 
definition of a lawyer as a person who gets two people fighting and then 
walks off with their coats. 














Non-Commercial Annuities— Income Tax 
Consequences To The Transferor Who 
Exchanges Property In Return 
For An Annuity 


M. PAUL ANDRO 


_ present income tax law often produces varying results for transac- 
tions which otherwise are generically associated. This is true despite the 
fact that the impact of these transactions upon the fortunes of the tax- 
payers involved, and ofttimes the methods employed to accomplish them, 
are economically indistinguishable. Historical development, the failure of 
a statute to provide adequately for the type of transaction presented, the 
extension by the courts of the literal provisions of the law, or on the other 
hand, the reluctance of the courts to extend the literal provisions of the 
statute to a given situation, are among the causes to which might be at- 
tributed these varying, and at times seemingly paradoxical, results. 
Included within this broad area is the tax treatment of annuities. At 
the present time the application and administration of the federal income 
tax laws pertaining to annuities has evolved as regards both the annuitant 


M. Paut Anpro (B.A., Fordham University, 1942; LL.B., Fordham Law School, 1948; 
LL.M. in Taxation, New York University School of Law, 1953) is a member of the New 
York Bar. 

1 An annuity has been defined for accounting purposes as “a series of equal payments 
(called rents) made at equal intervals, such as a year, a half-year, a quarter-year, or a 
month.” 1 FInNEy, PrINcIPLEs oF AccouUNTING 130 (10th ed. 1938). At one time, adopt- 
ing a view which coincided with this definition, the Bureau of Internal Revenue held that 
payments were annuity payments if they were made for a period, without reference to 
mortality tables, and if the principal sum invested was gradually depleted by each install- 
ment paid with interest on the unpaid balance. I.T. 3202, 1938-2 Cum. Butt. 138; G.C.M. 
21666, 1940-1 Cum. Butt. 116. The Tax Court, however, in Estate of George K. Thorn- 
ley, 2 T.C. 220 (1943), rev’d on other grounds, 147 F.2d 416 (3d Cir. 1945), held that 
annuities are payments made over a period of time based on life expectancy. Accord, Maud 
Gillespie, 43 B.T.A. 399 (1941). Reg. 118, Sec. 39.22(b) (2)-2, as amended by T.D. 5684, 
1949-1 Cum. Butt. 50, have apparently accepted the decision of the Thornley case, and 
the definition of an annuity presently set forth therein is limited to transactions in which 
payments are geared to life expectancy. See H. R. Rep. No. 704, 73d Cong., 2d Sess. 21 
(1934). Cf. A.L.I., Fep—eraL Income Tax Statute §X126(a)(1) (Tent. Draft No. 6, 
1952) for a suggested definition of an annuity which would be solely dependent upon its 
relation to the length of life of an individual apart from any consideration of mortality 
tables. 
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and the obligor to the point where the treatment accorded an annuity trans- 
action is largely dependent upon whether the annuity being dealt with is 
classed as commercial or as non-commercial. 

Commercial annuities may be defined as those obtained in an arm’s- 
length transaction from an organization (generally an insurance com- 
pany), which customarily and regularly deals in such contracts. Non-com- 
mercial annuities are those obtained either from a private individual or a 
company which does not engage in the business of annuities as a regular 
commercial operation. This paper will be concerned solely with this latter 
class of “non-commercial” annuities and consideration thereof will be lim- 
ited to certain of the income tax consequences which'result to the transferor 
who exchanges property in return for such an annuity. 

The following facts will establish the framework within which the prob- 
lems to be discussed are predicated and may be assumed as typical : 

A, an individual 65 years of age, possesses a fairly large estate. Among 
his assets are 1,000 shares of stock representing the controlling interest in 
a real estate corporation that he had been instrumental in organizing. These 
shares have an adjusted basis in A’s hands of $30,000 but at the time of 
the transaction herein described have a fair market value of $100,000. A, 
who has always actively participated in the affairs of this corporation, now 
wishes to retire; at the same time he desires (1) to provide for his two 
sons, and (2) to assure himself of a steady income. Based upon mortality 
tables which indicate that 4 has a life expectancy of ten years, he would, 
for $100,000, be able to purchase from a sound insurance company an an- 
nuity contract which would pay him $12,000 a year. However, in order 
to accomplish his own purposes, A agrees to and does transfer to his sons 
the 1,000 shares of stock. They, in return and as consideration therefor, 
jointly and severally agree to pay him the total sum of $12,000 each year 
for the remainder of his life. The annual payments are thereafter made 
according to the agreement. A reports his income on the cash basis. 


DorEs THE TRANSFEROR, A, REALIZE A RECOGNIZED GAIN AT THE 
TIME OF THE EXCHANGE? MiGuT HE AT THAT TIME REALIZE 
A RECOGNIZED Loss IF THE ADJUSTED BASIS OF THE 
PROPERTY TRANSFERRED WERE GREATER THAN 
Irs THEN VALUE? 


The present status of the law would indicate that at the time of the 
transfer of the stock by A in exchange for the contract of annuity, there 
would be neither a recognized gain nor loss for income tax purposes, 1.¢., 
on the difference between the then value of the property transferred and its 
adjusted basis. The principle from which this rule has evolved was first 
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enunciated in the case of J. Darsie Lloyd,* and it has since been consistently 
followed both in those cases concerning gain * to the transferor and those 
concerning loss.* In reaching the above conclusion, the courts have drawn 
a distinction between annuities which are procured from insurance com- 
panies regularly dealing in annuity contracts and those which are obtained 
either from private individuals or organizations not customarily engaged 
in the business of writing annuities. In this latter group (within which 
lies the scope of our present discussion) the courts have adopted the posi- 
tion that the promise to pay the annuity has no fair market value for the 
purpose of computing gain or loss at the time of exchange.’ Basically,° 
they have justified this view on the uncertainty existing as to the length 
of life of the annuitant and whether or not the one agreeing to make the 
payments will be able to make them as agreed when the time for payment 


actually arrives.’ 

The underlying theory of these cases would appear to be that expounded 
by the Supreme Court in Burnet v. Logan.* However, in that case the 
Court held “the promise of future money payments was wholly contin- 


233 B.T.A. 903 (1936). 

3 Estate of Kann v. Comm’r, 174 F.2d 357 (3d Cir. 1949), affirming 6 TCM 913 (1947) ; 
Bella Hommel, 7 T.C. 992 (1946); Frank C. Deering, 40 B.T.A. 984 (1939). 

4 Evans v. Rothensies, 114 F.2d 958 (3d Cir. 1940) ; see Frank C. Deering, 40 B.T.A. 
984, 987 (1939) ; accord, Helvering v. Louis, 77 F.2d 386 (App. D.C. 1935), reversing 
29 B.T.A. 1200 (1934) ; I.T. 2915, XIV-2 Cum. Burr. 98 (1935). 

5 But cf. G.C.M. 1022, VI-1 Cum. Butt. 12 (1927). In this early ruling the Treasury 
stated that immediate gain or loss may be realized on the exchange of an apartment house 
for a non-commercial annuity. This ruling was apparently followed in Guaranty Trust 
Co. of New York, 15 B.T.A. 20 (1929), where the payor of the annuity was a bank. 
Quaere: Would this decision be the same today if the bank were not in the business of 
writing annuities? See Note, Taxing Deferred Return Upon Transfer of a Capital Asset, 
63 Harv. L. Rev. 853, 857 (1950). 

6 Where the taxpayer has claimed a deductible loss at the time of the exchange, the 
courts in some cases have also rejected his claim on the additional ground that the trans- 
action was not one which was entered into for profit so as to satisfy the requirement of 
LR.C. §23(e) (2). Cases cited note 4 supra. 

7It would appear, at least in so far as the Tax Court is concerned, that certainty as to 
the future solvency of the payor-obligor would not affect this result. In Estate of Kann, 
6 TCM 913 (1947), the Court stated that the rule “seems to be essentially a rule of law, 
independent of actual proof of the financial capacity of the one making the promise.” 

8 283 U.S. 404 (1931). In this case the taxpayer sold stock for cash plus an agreement 
on the part of the vendee to pay 60 cents per ton of ore extracted from a mine. Her 
basis not having been recovered, the taxpayer included no part of subsequent annual pay- 
ments in her return. The Commissioner claimed the obligation of the vendee had a fair 
market value at the time of the transaction. He estimated the total number of tons of 
ore in the mine and divided the estimated fair market value thereof by the estimated tons. 
The resulting amount per ton was regarded as measuring the capital element in cach 60 
cent payment, and the Commissioner sought to tax the difference between such capital ele- 
ment and the full payment per ton as income. The Court held the taxpayer was entitled to 
recover her basis before assessment of any taxable profit; the vendee’s obligation had no 
ascertainable value; and the possibility of taxpayer’s recovering’ her investment was a 
wholly contingent one. 
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gent upon facts and circumstances not possible to foretell with anything 
like fair certainty.” ° It is submitted that in the case of those annuities 
under discussion, there is the possibility of arriving at a sufficiently certain 
valuation for the contract of annuity at the time of the exchange. The 
method adopted of determining the present value of future contingent in- 
terests in property by the use of mortality tables is well recognized *° for 
estate and gift tax purposes.** A similar use of these tables for the purpose 
of determining the value of a private annuity contract at the time of the 
exchange should present no difficulties. Rather, employing these tables for 
this end would tend to simplify the administration of the income tax laws 
as will be shown hereafter. The peculiar treatment accorded non-commer- 
cial annuities is unrealistic. The parties involved in these transactions de- 
liberately forsake the insurance market and establish their own.** This of 
itself certainly does not qualify them for special consideration. 

Although characterized as a “salutary rule of law,” ** the Lloyd doctrine 
has not been wholeheartedly accepted, nor has the reasoning behind it re- 
mained unquestioned.** Only recently the Commissioner has, after having 
consistently followed a policy of non-acquiesence as to the Lloyd and its 
successor cases, withdrawn from his prior position and acquiesced therein.” 
Indeed, in the latest case wherein the doctrine was upheld, a dissent ad- 
vanced an alternative theory.*® 

An even more “salutary rule of law,” and one that would disperse much 
of the resulting confusion presently attendant upon the application of the 
Lloyd rule, would be one that recognized the exchange of property for a 
non-commercial annuity as a taxable event. There should also be eliminated 


9 Td. at 413. 

10 E.g., Simpson v. United States, 252 U.S. 547, 550-551 (1920). In Guaranty Trust Co. 
of New York, 15 B.T.A. 20, 24 (1920), the Court stated, “. . . Since annuity contracts 
are well recognized as having a value we see no insurmountable difficulties in fixing a 
fair market value based upon the peculiar conditions in an individual case.” 

11 For alternative methods of determining the value of an annuity contract in those 
cases where it might not be feasible to employ mortality tables, see, Galvin, Jncome Tax 
Consequences of Agreement Involving Non-Commercial Annuities, 29 Texas L. Rev. 
469 (1951), and cases cited therein. This Article contains an interesting discussion of 
economic principles applicable to annuities generally. The author criticizes the tax treat- 
ment of annuities when compared with their economic results and states that some funda- 
mental economic principles have been ignored by both the Commissioner and the courts. 

12 Cf. Steinback Kresge Co. v. Sturgess, 33 F.Supp. 897, 900 (D.N.J. 1940). 

13 Estate of Kann v. Comm’r, 174 F.2d 358, 359 (3d Cir. 1949). 

14 Galvin, supra note 11; Note, 63 Harv. L. Rev. 853 (1950). 

15 1950-2 Cum. Butt. 2, 3. 

16 See Estate of Kann vy. Comm’r, 174 F.2d 357 (3d Cir. 1949) (dissenting opinion: 
it was argued that the transferor had reserved a life estate in the property transferred 
and was taxable on the payments received under I.R.C. §22(a). This argument was also 
advanced by the Government but rejected by the Court in Hill’s Estate v. Maloney, 58 
F.Supp. 164 (D.N.J. 1944) ). 
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the artificial distinction currently being drawn between commercial and 
non-commercial annuities. Suggested legislation along this line, embody- 
ing a quite comprehensive treatment of annuities in general, has recently 
been propounded.*’ In so far as the immediate problem being considered 
is concerned, it is proposed that any annuity contract received in exchange 
for property should be valued at the time of the exchange ** and included 
in the “amount realized.” *® Valuation of the annuity would be made with- 
out regard to the financial condition of the promisor, and gain or loss to 
the transferor would then be recognized. 

However, in the event that the exchange should result in a gain rather 
than a loss to the transferor of the property, the suggested revision would 
go one step further. In lieu of reporting the total amount of the gain in 
the year of the exchange, the taxpayer would, as an alternative thereto, be 
granted an election whereby he would be permitted to report a propor- 
tionate part of the gain in each year during the period over which it is ex- 
pected that the annuity payments would be received.” 

It is interesting to note that under the election permitted by the proposed 
statute, the transferor-annuitant would report the exact amount of his gain 
only if he should live to exactly his life expectancy ; if the annuitant were 
to die before the expiration of the expected period, the as yet unreported 
gain would never be reported. On the other hand, if the annuitant should 
outlive the expected period, he would still continue to report as gain the 
same proportionate amount of each annuity payment received.** In the 


17 A.L.L., op. cit. supra note 1. 

18 Jd. §X126(f). 

19 T.R.C, §111. 

20 A.L.I., op. cit. supra note 1, §X126(a)(5) and (f)(1)(B). The taxpayer would re- 
port “that proportion of each annuity payment, whenever received, which the total gain 
from the exchange bears to the sum of all the annuity payments expected to be received 
during the expected period of the annuity contract.” The manner of determining the pro- 
portionate amount to be reported is not unlike that presently found in the Code for sales 
made on the installment basis. I.R.C. §44. Sce Lourie and Cutler, Capital Assets Sold on 
the Installment Basis, 26 Taxes 707 (1948), as to why I.R.C. §44, as such, is inapplicable 
to annuity contracts. 

217d. at 153 et seq., comments. The proposed statute would treat annuities generally as 
a group, i.¢., end results would be “averaged out.” As part of the scheme there would be 
no account taken, as such, of either gain, which an annuitant outliving his expected period 
would enjoy, or loss, which an annuitant dying before the expected period would sustain 
when the actual number of payments received is considered. The proposed statute would 
specifically deny any “mortality loss.” [§X126(c)—This is consistent with present hold- 
ings as to both commercial and non-commercial annuities. E.g., Industrial Trust Co. v. 
Broderick, 94 F.2d 927 (1st Cir. 1938), cert. denied, 304 U.S. 572 (1938) ; Early v. Atkin- 
son, 175 F.2d 118 (4th Cir. 1949) ; Helvering v. Louis, 77 F.2d 386 (App. D.C. 1935)]. 
Justification of the proposed treatment to be accorded the taxpayer who chooses the election 
is drawn from this. The taxpayer who dies before his life expectancy has passed is thus 
somewhat compensated for the “mortality loss’ denied him. On the other hand, the in- 
clusion by the taxpayer who outlives his life expectancy of a proportionate amount of 
each annuity payment as gain partially detracts from the value of the taxpayer’s other- 
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case of the annuitant who outlives the expected period, there will have been 
reported more gain in respect of the property transferred than would have 
been taxed if the alternative method of reporting had not been elected and 
the total amount of the gain had been reported at the time of the exchange. 


How SHALL THE TRANSFEROR, A, REPORT THE ANNUAL 
PAYMENTS WHICH HE RECEIVES UNDER THE 
ANNUITY CONTRACT? 


Accepting the Lloyd rule as determinative of the tax consequences which 
result at the time of the exchange by A of the stock for the annuity con- 
tract, how then shall A report the $12,000 annuity payment as it is received 
in each year thereafter? At the present time no completely unequivocal an- 
swer can be given. Any answer which can be given is wholly contingent 
upon the answer to one or more of the subsidiary questions which a brief 
analysis of the component elements involved in the problem immediately 
reveals. 

1. Is A entitled to recover his entire investment in the annuity contract 
before he reports any part of the annuity payments as income? Consistent 
with the Lloyd rule, it would not be illogical to extend the theory of Burnet 
v. Logan” and answer the question in the affirmative.”* The history * of 
the tax consideration given to annuity payments is one of fluctuation be- 
tween a theory of apportionment and one permitting a taxpayer to recover 
his investment before being subjected to any tax upon the payments re- 
ceived. The present germane provisions of the Internal Revenue Code * 
are based upon the theory of apportionment of annuity payments, 7.e., an- 
nuity payments are regarded as representing a partial return of capital to 
the annuitant and, in addition, a low rate of interest upon his investment.” 

This apportionment is accomplished by the application of the “three per 
cent rule.” The statute provides that amounts received as an annuity are to 
be included in gross income “except that there shall be excluded from gross 
income the excess of the amount received in the taxable year over an 
amount equal to 3 per centum of the aggregate premiums or consideration 
paid for such annuity . . . until the aggregate amount excluded from 
gross income . . . equals the aggregate premiums or consideration paid 


wise non-includible “mortality gain.” The treatment suggested thus seeks a fair result ior 
both the Government and the taxpayer. 

22 Note 8 supra. 

23 Cf, Comm’r v. Carter, 170 F.2d 911 (2d Cir. 1948) ; accord, Comm’r y. Hopkinson, 
126 F.2d 406 (2d Cir. 1942). 

24 Galvin, supra note 11, at 485-488. 

25 Sec. 22(b) (2) (A). This section was first enacted in its present form in the Revenue 
Act of 1934. 

26H. R. Rep. No. 704, 73d Cong., 2d Sess. 21 (1934); Sen. Rep. No. 558, 73d Cong., 
2d Sess. 591 (1934) ; accord, Igleheart v. Comm’r, 174 F.2d 605 (7th Cir. 1949). 
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’ 


for such annuity.”” The courts have found no difficulty in applying the 
three per cent rule to non-commercial as well as commercial annuities.” 
Such difficulty as has arisen has been in determining what is the “consid- 
eration paid” to which the three per cent should be applied. 

Since under the Lloyd rule no gain or loss is recognized to the transferor 
at the time of the exchange, it might readily be assumed that the “consid- 
eration paid,” at least for the purpose of applying the three per cent rule, 
should be the adjusted basis of the transferor for the property exchanged. 
Such, however, has not been the ruling of the courts. At times they have 
held the “consideration paid” to be the value of a comparable commercial 
annuity contract,** or the market value of the property transferred,” or 
again, the present value of the future payments expected, based upon tables 
in the estate and gift tax regulations.*® In reaching these results the courts 
have on occasions applied complementary theories.** 

Obviously, the existence of alternative criteria *° to be employed for the 
application of a single rule leads to confusion and uncertainty in its ad- 
ministration. There should be a single standard readily capable of deter- 
mination and applicable equally to all annuity contracts. Such a standard 
could be arrived at by a valuation of the annuity contract at the time it is 
received in exchange for property. This, coupled with the recognition of 
gain or loss to the transferor at that time (discussed supra in connec- 
tion with the Lloyd rule) would establish an investment value for the 


27 Anna L. Raymond, 40 B.T.A. 244 (1939), aff'd, 114 F.2d 140 (7th Cir. 1940), cert. 
denied, 311 U.S. 710 (1940); Beattie v. Comm’r, 159 F.2d 788 (6th Cir. 1947); Maud 
Gillespie, 43 B.T.A. 399 (1941), rev’d on other grounds, 128 F.2d 140 (9th Cir. 1942) ; 
F. A. Gillespie, 38 B.T.A. 673 (1938) ; Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.N.J. 
1944) ; accord, Ware v. Comm’r, 159 F.2d 542 (5th Cir. 1947) ; Estate of Kann, 6 TCM 
913 (1947), aff'd, 174 F.2d 357 (3d Cir. 1949). But cf. Lydia Hopkins, 13 T.C. 952 
(1942) Nonacq., 1950-1 Cum. Butt. 7. 

28 Anna L. Raymond, supra note 27; Maud Gillespie, supra note 27; cf. Estate of 
Kann, 174 F.2d 357 (3d Cir. 1949), affirming 6 TCM 913 (1947). 

29 Beattie v. Comm’r, supra note 27; F. A. Gillespie, supra note 27; cf. Hill’s Estate v. 
Maloney, supra note 27. 

30 Edmund A. Steenburg, P-H B.T.A. Mem. Dec. 41,184; cf. Estate of Sarah A. Ber- 
gan, 1 T.C. 543 (1943). 

31 For example, in Anna L. Raymond, supra note 27, the Court held that the excess 
value of the property transferred over the cost of a comparable annuity purchased from an 
insurance company was a gift. Accord, Estate of Sarah H. Bergan, 1 T.C. 543 (1943). 

32 Since the present decisions do not recognize a taxable event at the time of the ex- 
change, it is presumed that the transferor’s basis in the annuity contract for the purpose 
of determining gain or loss upon subsequent disposition of the annuity contract will be 
held to be his basis in the property transferred. Although there is no express statutory 
provision which provides for such a “carry-over” basis in these annuity situations, such 
a holding would be consistent with the pattern established by I.R.C. §113(a)(6). This 
matter is not discussed further in this paper, but it is pointed out that it is entirely possi- 
ble that the transferor’s basis in the contract for determining gain.or loss may be entirely 
different from his “cost” for the purposes of applying the three per cent rule. 
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transferor in all cases, thus giving a unitary standard for applying the 
apportionment theory.** 

Furthermore, the three per cent rule as a unit of measurement for de- 
termining how much of an annuity payment represents the “interest por- 
tion,” has been criticized too often to warrant citation.** In lieu of the rule 
provided by section 22(b) (2) (A), a system should be adopted which will 
more accurately reflect the amount of interest that an annuity contract will 
earn, and which, at the same time, will permit the annuitant to recoup his 
invested capital during the expected period of the annuity payments. 

The recently proposed legislative revision,®*® which was discussed supra 
in connection with the Lloyd rule, contains provisions which are aimed at 
attaining these ends. It will be recalled that contrary to the doctrine of the 
Lloyd case the suggested statute would recognize gain or loss to the trans- 
feror at the time of the exchange. The contract of annuity would be valued 
at that time and the value determined would be included in the “amount 
realized” for the purpose of computing the gain or loss. This valuation 
would then become the annuitant’s “investment” ** in the annuity contract. 
Thereafter, as each annuity payment is received an apportionment theory 
would be applied and a part of each payment would be taxed as income. 
However, the three per cent rule would be discarded and in its stead would 
be substituted a method which appears to be more equitable ** than that of 


33 Within the framework of the present law, such gain as is recognized as being tax- 
able would be added to the basis of the property transferred and would become part of 
the transferor’s basis under I.R.C. §113(a), i.¢., the adjusted basis of the property trans- 
ferred, plus the amount of recognized gain (cash received being excluded), would repre- 
sent the transferor’s unadjusted basis in the annuity contract in the event of its later 
disposition. 

34 The rule has been criticized as not providing a fair standard of measurement. Its 
arbitrary and uniform application to all annuity payments during the life of the contract 
does not take into account that the capital investment of the annuitant is being reduced by 
each payment made. While even a three per cent yield on an investment of this type is con- 
sidered exceptionally favorable to the investor at present market conditions, under the 
statute it would be necessary that the yield to the annuitant be considerably in excess of 
three per cent in order for him to recover his capital during his life expectancy. See in this 
connection F. A. Gillespie v. Comm’r, 151 F.2d 903 (10th Cir. 1946) ; Beattie v. Comm’r, 
159 F.2d 788 (6th Cir. 1947); Egvedt v. United States, 38 AFTR 1644 (Ct. Cl. 1948). 

35 A.L.L, op. cit. supra note 1. 

36 Jd. §X126(e) defines what is the annuitant’s “investment.” For the subject presently 
being considered it is “the cost of the contract.” 

37 The method proposed would not take cognizance, any more than does the present three 
per cent rule, of the fact that the amount of the annuitant’s capital investment is being 
reduced with each payment that is made. However, the suggested plan, in lieu of attempt- 
ing to establish an arbitrary rate of return approximating the yield to the annuitant, would 
provide for taxation of only the amount of “interest” that the annuity contract will actu- 
ally earn over the expected period of the payments. At the end of this expected period the 
annuitant will have included in his gross income the full amount received in excess of his 
invested capital, but he will also by that time have recovered his capital investment. This 
may or may not occur under the present rule. Cf. note 34 supra. 
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section 22(b)(2)(A). The proposed statute would require the annuitant 
to include in his gross income only so much of each annuity payment as is 
in excess of the “exempt portion” thereof.** This “exempt portion” of 
each annuity payment is defined *° as ‘an amount which bears the same 
proportion to the annuity payment as the investment in the annuity con- 
tract bears to the total of the annuity payments to be received during the 
expected period of the annuity contract.” 

It can readily be perceived that the proposed method is workable and 
can be uniformly applied to all annuity payments without undue complica- 
tions. Further, it offers a system which can be feasibly administered with- 
out the necessity of determining which of varying criteria should be the 
standard for applying a unitary rule in a given situation. And, most im- 
portant, it offers these benefits without unfair advantage to either the tax- 
payer or the Government. Certainly, in view of these factors, it would 
seem that the proposed legislative revision merits serious consideration as 
a substitute for the present statute. 

2. Does any part of the annuity payments when made to the transferor, 
A, represent taxable gain to him at the time of receipt? Since the Lloyd 
rule precludes taxation of any gain to the transferor, A, at the time he ex- 
changes his stock for the annuity contract, the question remains whether 
or not any gain resulting from the transaction will ever be taxed. The facts 
which we have assumed as typical would indicate that any gain which 
might have been recognized at the time of exchange would have been taxed 
as capital gain, since the stock which A transferred falls within the defini- 
tion of “capital assets.’”’*° We shall further assume that a court would 
value the annuity contract received upon the exchange at the then value of 
the stock ($100,000), and that the court would further find for the pur- 
poses of section 22(b)(2)(A) that value to be the “consideration paid.” 
Specifically then, our question is : does any part of the $12,000 annuity pay- 
ment subsequently received by A in each year represent a portion of the 
difference ($70,000) between the adjusted basis of the stock ($30,000) 
and the value of the annuity contract ($100,000) received in exchange 
therefor ? 

The question having been quickly propounded, it must be admitted that 
the answer thereto is not readily discernible. While the problem would ap- 
pear to be one that might arise as a commonplace occurrence in the field of 
non-commercial annuities, nevertheless there is a dearth of authority on 
the subject. Specific statutory mandates are lacking ; so too are authorita- 
tive pronouncements of the courts. 

38 A.L.I., op. cit. supra note 1, §X126(b). 


89 Td. §X126(a) (4). 
40 T.R.C. §117(a) (1). 
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Section 22(b) (2) (A) indirectly bears on the question. In setting forth 
the three per cent rule, that statute provides that “there shall be excluded 
from gross income the excess of the amount received in the taxable year 
over an amount equal to 3 per centum of the aggregate premiums or con- 


sideration paid for such annuity . . . until the aggregate amount excluded 

from gross income . . . equals the aggregate premiums or consideration 
g q ggregate p 

paid for such annuity. . . .” ** It has been suggested * that a literal read- 


ing of these provisions would allow all gain which the transferor enjoyed 
by virtue of the exchange to escape taxation until the “consideration” was 
returned. : 

However, in Hill’s Estate v. Maloney, which apparently is the only 
recorded case that deals squarely with the problem being considered, 
the Court found no difficulty in taxing a portion of the annuity payment to 
the annuitant as capital gain. In that case the Court followed the Lloyd 
rule and held that the transferor-annuitant had not sustained recognized 
gain at the time of the exchange. But the Court then proceeded to extend 
the theory of Burnet v. Logan and Lloyd, holding that after the transferor- 
annuitant had recovered his basis in the property transferred through suc- 
cessive annuity payments, he was then subject to capital gains tax upon 
the excess over his adjusted basis for the property exchanged until the an- 
nuity payments should equal the value of the annuity contract received, 1.¢., 
the consideration paid therefor.** The Court reasoned that the contingency 
as to the payment, which forms the basis of the Lloyd rule, extends to each 
individual annuity payment, and the contingency is not overcome until the 
moment when the particular payment is made, and that therefore taxable 
gain to the transferor represented by the excess returned over the adjusted 
basis of the property transferred must be determined in the taxable year 
in which the payment is received by the annuitant. The provisions of sec- 
tion 22(b)(2)(A) aside, it is submitted that this is consistent with the 
theory of Burnet v. Logan.*° 

The Court, however, did not restrict its decision to this point. It then 
proceeded to hold that any income which was accorded capital gains treat- 
ment was also subject to the three per cent calculation required by section 
22 (b)(2)(A). To justify its position, the Court argued that if the trans- 
feror-annuitant had sold his property and invested the proceeds in an an- 
nuity, section 22(b) (2) (A) would apply. While admitting that the trans- 


41 Emphasis added. 

42 Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.N.J. 1944). 

43 58 F.Supp. 164 (D.N.J. 1944). 

44In Hill’s Estate v. Maloney the annuitant had died before he received the full amount 
of the consideration paid for the annuity but after he had recovered his unadjusted basis 
in the property transferred. 

45 Cf. cases cited note 23 supra. 
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feror-annuitant did not consummate two separate transactions, the Court 
reasoned that “what he did amounted to the same thing.” As a result of 
this holding, the annuitant would be subject to taxation on an amount in 
excess of that which he actually receives during those years that capital 
gains are being recognized, i.¢., he includes in gross income so much as is 
required by the three per cent rule, and in addition he is subject to capital 
gains tax on the full amount of each annuity payment which is in excess 
of his adjusted basis for the property previously transferred. 

Because the decision holds that the three per cent rule applies to income 
which is also regarded as capital gain, it has been criticized by writers who 
have discussed it.*° In Hill’s Estate v. Maloney the Court might have 
reached a more equitable solution by holding that only that portion 
of each annuity payment received which was in excess of the amount 
taxed by the three per cent computation should be considered as recovery 
of the transferor-annuitant’s basis and thereafter for determining his capi- 
tal gain. This question can in no way be regarded as resolved. Should the 
law remain in its present state, it seems inevitable that the matter will be 
litigated again if the Commissioner should attempt to apply the “double 
taxation” holding of Hill’s Estate v. Maloney. Of course, adoption of a 
rule such as was suggested supra and which, contrary to Lloyd, would rec- 
ognize gain or loss at the time of the exchange, would render the “double 
taxation” problem academic as to transactions subsequent thereto. 

3. How shall the transferor, A, report annuity payments which are re- 
ceived after he has recovered the consideration paid for the annuity con- 
tract? As in the immediately preceding section, we shall assume that the 
value of the annuity contract and that of the property which was exchanged 
for it, namely $100,000, would be held by a court to be the “consideration 
paid” for purposes of the three per cent rule. If, then, the transferor-an- 
nuitant should live long enough to recover this consideration, the question 
still remains as to how payments received in excess of this amount should 
be included in the annuitant’s return. 

Section 22(b)(2)(A) provides that “Amounts received as an annuity 
under an annuity contract . . . shall be included in gross income; . i 
Thereafter, by way of exception to this blanket provision, the statute sets 
forth the three per cent rule, which permits the exclusion from gross in- 
come of amounts received under annuity payments which are in excess of 
three per cent of the consideration paid for the annuity. But this exclusion 
is to continue only until the aggregate amount excluded from gross income 
“equals the aggregate premiums or consideration paid for such annuity.” 


46 Galvin, supra note 11, at 490, 491; Casey, How To Use Intra-Family Annuities in 
PRrocEEDINGS OF NEw YorK UNIversity EIGHTH ANNUAL INSTITUTE ON FEDERAL TAXA- 
tion 1109 (1950); Smith, Shifting Income Within The Family Group, 30 Taxes 995 
(1952). 
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Thereafter, all annuity payments received are to be included in gross 
income. 

At first sight it would appear that the statute itself provides the answer 
we are seeking, and at least one court has so held.** Writers who have dis- 
cussed the problem have also accepted this view.** It is submitted that in 
the absence of more authoritative pronouncement, the conclusion reached 
is not without doubt. Apart from section 22(b)(2)(A), there would be 
no justification for holding that all payments received after the considera- 
tion paid by the annuitant is recovered should be taxed as ordinary income. 
If the Court in Hill’s Estate v. Maloney was correct in its view that the 
contingency as to payment extends to each annuity payment until the par- 
ticular payment is made, then the theory of Burnet v. Logan should be 
logically extended to each such payment and the taxable event assessed at 
that time. This would seem to indicate that all amounts, at least those 
which are in excess of the three per cent calculation, should be treated as 
capital gain. There is no magic potion which transforms payments which 
are similar in nature and kind from capital gains to ordinary income simply 
because the annuitant’s consideration for the annuity contract has been 
recovered. 

If, therefore, taxation of amounts in excess of those taxed by the three 
per cent rule and received after the consideration is recovered are to be 
taxed in full, the authority for so doing can only come from the statute.* 
Yet a review of the history of section 22(b)(2)(A) does not in any way 
indicate that it was ever intended-to apply to annuity transactions of the 
type discussed herein. Nowhere in the Committee reports °° is there any 
reference to private or non-commercial annuities. Rather, a reading of 
those reports would indicate that Congress was only concerned with the 
taxation of annuities purchased from insurance companies. This observa- 
tion is equally applicable to other matters discussed supra. Because of this, 
it cannot be accepted without qualification that section 22(b) (2) (A) sets 
forth the law on any matter concerning non-commercial annuities. 


CONCLUSION 


The best that can be said for the status of the law today as it pertains 
to the aspects of non-commercial annuities that we have discussed is that 


47 Ware v. Comm’r, 159 F.2d 542 (Sth Cir. 1947) ; sce Hill’s Estate v. Maloney, 58 F. 
Supp. 164 (D.N.J. 1944), where in a dictum the Court stated that such would be the rule. 
48 Galvin, supra note 11; Lourie and Cutler, supra note 20; Casey, supra note 46, at 1111. 
49 It is interesting to note that since the revision made by the Revenue Act of 1951 to 
the capital gains provisions of the Code, it would be possible for the annuitant to comply 
with the literal provisions of §22(b)(2)(A) by including the full amount of the annuity 
payment in his gross income and at the same time claim a deduction under I.R.C. §23(ee). 
50 Supra note 26. 
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it is veiled in a cloud of uncertainty and confusion. The maze which has 
been created would dictate that only comprehensive legislation can remedy 
the situation. Such legislation should eliminate the unreal distinction pres- 
ently drawn between commercial and non-commercial annuities; should 
provide for recognition of gain or loss to the transferor of property who 
exchanges it for an annuity at the time of the exchange; should substitute 
for the three per cent rule a system which more equitably will reflect the 
actual amount of yield that an annuitant obtains from an annuity con- 
tract; and should, at the same time, be capable of administration with- 
out undue complications. A workable plan designed to accomplish these 
ends is contained in the recommendations of the American Law Insti- 
tute, which has been partly considered above, and it is suggested that any 
legislation along these lines should be patterned upon the framework of 
those recommendations. 























TAX LAW REVIEW 


Published Bi-Monthly, November to May, by New York University School of Law 
Subscription price $6.00 per year, single issue $2.00 


Facutty Epitors 


Epmonp CAun, Editor-in-Chief * 
Rosert J. McDonoucu, Associate Editor 


JEROME R. HELLERSTEIN Harry J. Rupick 
Mark H. JoHNson GeraLp L. WALLACE 


Rozert McKay, Business Manager 
HERBERT PETERFREUND, Assistant Business Manager 


Apvisory Boarp 


Hon. ArtHuR T. VANDERBILT, Chairman 


Maurice AUSTIN J. K. Lasser STANLEY S. SuRREY 
New York, N. Y. New York, N. Y. Cambridge, Mass. 
Roy BLoucH Mere H. MILLER Tuomas N. TarLeAu 
New York, N. Y. Indianapolis, Ind. New York, N. Y. 
SAMUEL O. CLarK, Jr. Robert N. MILLER WESTON VERNON, JR. 
Washington, D. C. Washington, D. C. New York, N. Y. 
WaLtterR A. COooPER GeorceE Maurice Morris Robert W. WALES 
New York, N. Y. Washington, D. C. New York, N. Y. 

Jesse R. FILLMAN RanpbotpH E. Pau J. P. WENCHEL 
New York, N. Y. Washington, D. C. Washington, D. C. 


GRADUATE EDITORS 


SEYMOUR SCHLOSSBERG RICHARD HANNA 


As issues of tax law and policy are frequently controversial, readers of the Tax Law 
Review will understand that the opinions expressed herein are not necessarily those 
of its Editors or of the Advisory Board. An article or note contributed by a public 
official does not necessarily represent the views of the applicable department unless 
expressly so stated in the particular instance. 

Address all correspondence regarding editorial matters to Professor Robert J. 
McDonough, Editor, New York University School of Law, Washington Square, New 
York 3, N. Y. 


* On leave of absence 1953-1954. 
99 








Dissents And Concurrences 


Renunciation as Taxable Gift—Unconstitutional? In the March, 1953 
issue of the Tax Law Review, Edward and Sheila Roehner * entertainingly 
traced back a long line of commentators, exposing the ingrown sources on 
which each in turn had relied. They place their resulting contention that Har- 
denbergh ® is unconstitutional on “the broad ground that no one can constitu- 
tionally be compelled to accept an inheritance if he does not want it, and that a 
gift tax on the renunciation is unconstitutional.” 

They would not only have disclaimers or renunciations of intestate prop- 
erty treated for gift tax purposes like disclaimers or renunciations of bequests 
under wills, which is certainly reasonable enough,* but they argue that con- 
stitutional rights of the heir are being infringed if his successful attempt to 
shift the ownership of the intestate property by his disclaimer is taxed as a 
transfer of the property. It is only to this specific aspect of their criticism of 
Hardenbergh that this brief note is addressed. 

The argument that the shift is not a transfer seems fatally split by a deep 
inconsistency, of which the authors appear to be unaware. They cheerfully 
acquiesce in the non-tax cases giving creditors of the heir (or even of the 
legatee where the courts have so held) ample power to prevent the shift. They 
even rewrite the decisions to endorse and confirm these creditors’ rights. Since 
they concur in arresting, as a fraudulent transfer, the evasive disclaimer of 
an insolvent heir, how can they logically describe the donative disclaimer of a 
solvent one as no transfer at all? Stated another way, they would apparently 
have it constitutional for intestate property to belong to an insolvent heir (or 
even legatee) sufficiently for his creditors to get at it, but unconstitutional for 
identical property to belong to his solvent brother sufficiently to attract a tax 
on a donative shift in ownership! 

There is, to be sure, the distinction that the creditor of the insolvent heir 
can look only to the intestate property itself for his satisfaction, while the Gov- 
ernment can look to other property of a solvent, disclaiming heir for its tax. 
Constitutional significance might more easily be distilled from this distinction 
if it were not always fully within the power of the heir, until the moment of 
disclaiming, either to take the property and keep enough of it to pay the tax 
or to arrange that the object of his bounty should pay it. 

When property is admittedly so much the heir’s as to give it to his creditors 


18 Tax L. Rev. 289 (1953). 

2198 F.2d 63 (8th Cir. 1952), cert. denied, 334 U.S. 856 (1952). 

8’ The American Bar Association has recommended legislation to free both types of re- 
nunciation from gift tax. See A.B.A. Rep. 18 et seq. (1953). The A.L.I. study with 
respect to disclaimers and renunciations was not concluded at the time this paper was 
written. 
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“by operation of law,” what becomes of any possible constitutional prohibition 
against taxing as a transfer, the heir’s voluntary, donative shift in its owner- 
ship? The Roehners have to go one long step further and disinherit the 
creditor of the heir before they can even approach sound constitutional 
grounds for disinheriting the tax collector. 

—Dwicut Rocers* 


Reply. The heir of an intestate may not constitutionally be taxed because 
he refused to accept fis inheritance; but if there are judgments outstanding 
against the heir, the liens attach to the inheritance on the death of the intestate, 
and the heir has no constitutional right to renounce his creditors’ property. 

—Epwarp T. RoEHNER 
—SHEILA M. RoEHNER 


* Member of the New York Bar and associate of Scudder, Stevens & Clark, investment 
counsel. 








Notes 


The Determination of Depreciation Allowances on Professional 
Libraries for Income Tax Purposes. Bulletin F, as revised in 1942, of the 
Bureau of Internal Revenue states that a professional man is entitled to deduct 
a reasonable allowance covering depreciation actually sustained on that part 
of his library which is necessary and used wholly in the pursuit of his profes- 
sion, taking as a basis for such allowance the cost or other allowable basis of 
such part and amortizing it over its estimated useful life. The cost of profes- 
sional periodicals and books purchased by a business or professional man 
and having a temporary value should be deducted as an expense of doing busi- 
ness, but the cost of volumes which have a more permanent value to the 
business or profession should be capitalized and made the subject of deprecia- 
tion allowance. 

Bulletin F represents a reversal of the earliest rulings of the Bureau with 
regard to the expenses incurred by individuals engaged in a profession. In 
1921, in I.T. 1520, the Bureau had held that expenditures in connection with 
the publication of the results of investigation, depreciation on books and in- 
struments purchased for research work, and expenses incurred when traveling 
for the purpose of attending meetings of scientific societies were personal ex- 
penses and therefore not deductible from gross income.* 

In 1927 the Board of Tax Appeals disagreed with this ruling when it held 
that Dr. Alexander Silverman, Professor of Chemistry at the University of 
Pittsburgh, should be allowed to subtract from his gross income for tax pur- 
poses expenditures made in connection with the carrying on of his profession 
and in attending scientific meetings and conventions.? This decision had been 
foreshadowed earlier when the Court held that a professional cartoonist should 
be allowed to consider his expenditures for periodicals and other current litera- 
ture as business expenses and deductible from his gross income.* 

In light of the above decisions, I.T. 1520 was revoked in 1933 upon the 
advice of the General Counsel, so as to allow depreciation on books and in- 
struments purchased for use in research work to be considered a business 
expense.* 

Sections of Bulletin F relating to depreciation allowances on professional 
libraries have been subject to clarification by the Bureau and to interpretation 
by the Tax Court. The Bureau has defined the term“professional man” so as 
to include lawyers, physicians, accountants, college teachers, and other teachers. 
The Bureau has also stated that the basis for computing the amount deductible 


1J-2 Cum. Butt. 145 (1922). 

2 Alexander Silverman, 6 B.T.A. 1328 (1927). 
8 Jay N. Darling, 4 B.T.A. 499 (1926). 

#XII Cum. Butt. 251 (1933). 
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due to depreciation and obsolescence of property is the original cost of the 
property, to which should be added the costs of additions, improvements, and 
betterments.° 

The Tax Court in several cases brought before it has been asked to define the 
term “library” so as to determine whether a library referred to books only, to 
books and periodicals, or to the books, periodicals, and accouterments of the 
room in which the books were housed. In a memorandum decision * the Court 
defined “library” so as to include books and furnishings, but excluded certain 
furnishings. Mr. Beaudry was a practicing attorney with a library in his home 
and a library at his office. The library in his home contained approximately 
3,000 volumes, and the room in which his books were housed was not used by 
his family. Mr. Beaudry in computing the depreciation on his library had in- 
cluded in the cost the following items: rebuilding of library shelves, $748.50; 
installation of new shelves and cabinets, $1800; a rug, $945; a radio, $80; 
drapes and curtains, $380; chair, $185; three lamps and shades, $169.50; a 
cocktail table, $63.50; a table, $29.50; a stand, $32; a rug outside the library, 
$410; a clock, $250; and paintings, $1,000. 

The Commissioner had disallowed depreciation on the furniture on the 
ground that it was too luxurious to be business property. The Court did not 
hold the view that the furnishings were too luxurious. It stated that the statu- 
tory deduction allowed for depreciation is not limited only to those types of 
furniture as are commonly recognized as business or office furniture. The 
Court did exclude from consideration in the computation of depreciation, how- 
ever, the radio, the cocktail table, the clock, the rug outside the library, and the 
paintings, possibly because these items were not considered essential to a library. 
Thus, on the basis of this ten-year old decision, the professional man may in- 
clude in the allowance for depreciation of his library an amount which will 
cover the wear and tear on the necessary furnishings. 

The Court also determined, in effect, the estimated useful life of the furnish- 
ings and of the books in the library by allowing a ten per cent rate of deprecia- 
tion on the furniture and a five per cent rate of depreciation on the books. 
The estimated life of the books in the library was therefore held to be 20 years. 
Bulletin F, as revised, states that the life usually applied to professional li- 
braries is 30 years. 

In 1951 the Tax Court upheld a $500 depreciation charge which had been de- 
ducted annually by E. W. Waybright (an attorney)’ based upon the original 
cost of his library, which was $25,000. The library had been purchased in 1923 
and the estimated life of the books was held to be 50 years. The Court termed 
the depreciation charge “modest,” reversing the ruling of the Commissioner. 

In neither case did the Court explain the factors which it considered in ar- 
riving at an estimate of the useful life of the library in question. The decision 


5 Bulletin F. 
6 Arthur A. Beaudry, 1 TCM 838 (1943). 
* Edgar W. Waybright, Sr., 10 TCM 589 (1951). 
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in the Waybright case implied that the Court considered 50 years as a rela- 
tively long period of time in which to write off the original cost of the books. 

Since an estimate of the useful life of a library is an important factor in the 
computation of a depreciation allowance, one may well consider whether all 
professional libraries should be assigned the same useful life. The library of a 
university professor probably contains a large proportion of books that will be 
of value to him for 25, 30, or even 50 years, but other books may be hopelessly 
outdated in three to five years. The library of an economist might possibly 
have a much shorter useful life than that of an attorney or a physician. Bul- 
letin F recognizes that some books may be of temporary value and allows the 
cost of such books to be deducted as an expense in the year of purchase, but 
no provision is made for the depreciation of books that lose their value within 
a relatively short period of time. Since the temporary life of the book may not 
be apparent at the time it is purchased, a possible solution may be found in 
permitting an allowance for obsolescence. 

—AURELIA Toyer, Pu. D.* 


* Instructor of Economics, Washington Square College, New York University. 
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I. INTRODUCTION 


‘Dx American Law Institute in its Tax Project is engaged in drafting a 
proposed revision of the substantive provisions of the federal income tax. 
This revision relates to the areas of technical tax policy rather than to the 
political tax problems of rates of tax, exemptions, continuation of a sep- 
arate corporation tax, and the like. But in the field of technical tax policy 
the suggested revision is not limited either to codification of existing law 
or to minor improvements. Rather, the revision seeks a thorough re-ex- 
amination of the entire technical structure of the income tax.* The Project 
is under the direction of a Tax Policy Committee.* A staff of a Chief Re- 
porter,® an Associate Chief Reporter,* and Research Assistants, is respon- 
sible to the Policy Committee. This Committee determines the policies to 
be followed in the revision of the present provisions and reviews the execu- 
tion of those policies in the drafts of the suggested provisions. The Policy 
Committee and the staff are aided by special consultants in the various fields 
considered ° and by an advisory committee of more than fifty lawyers, 
which meets annually and which affords a widespread geographical repre- 


1 For a description of the Income Tax Project, see Miller, The Law Institute’s Income 
Tax Project, 37 A.B.A.J. 191 (1951). For other articles on the content of the income tax 
drafts, see Cohen, Surrey, Tarleau, and Warren, A Technical Revision of the Federal In- 
come Tax Treatment of Corporate Distributions to Shareholders, 52 Cou. L. Rev. 1 
(1952) ; Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal 
Income Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 Cov. L. 
Rev. 316 (1953) ; Surrey and Warren, The Income Tax Project of the American Law 
Institute: Gross Income, Deductions, Accounting, Gains and Losses, Cancellation of In- 
debtedness, 66 Harv. L. Rev. 761 (1953) ; Surrey and Warren, The Income Tax Project 
of the American Law Institute: Partnerships, Corporations, Sale of a Corporate Business, 
Trusts and Estates, Foreign Income and Foreign Taxpayers, 66 Harv. L. Rev. 1161 
(1953) ; Cohen, Surrey, Tarleau, and Warren, A Proposed Revision of the Federal Income 
Tax Treatment of the Sale of a Business Enterprise—American Law Institute Draft, 
54 Cor. L. Rev. 157 (1954). 

2The members of the Tax Policy Committee are: Norris Darrell, New York City, 
Dean Erwin N. Griswold, Harvard Law School; J. Paul Jackson, Dallas, Texas; Robert 
N. Miller, Washington, D.C.; Randolph E. Paul, Washington, D.C.; Paul G. Rodewald, 
Pittsburgh, Pennsylvania; Harry J. Rudick, New York City, New York; and ex officio: 
Harrison Tweed, New York City, New York, President of the American Law Institute, 
and Hon, Herbert F. Goodrich, Philadelphia, Pennsylvania, Director of the American 
Law Institute. 

3 The Chief Reporter is Professor Stanley S. Surrey, Harvard Law School. 

4 The Associate Chief Reporter is Dean William C. Warren, Columbia Law School. 

5 The special consultants are: Maurice Austin, New York City, accounting; Edwin S. 
Cohen, New York City and Thomas N. Tarleau, New York City, corporations; H. Brian 
Holland, Washington, D.C. and Lloyd W. Kennedy, Chicago, trusts and estates; J. Paul 
Jackson, Dallas and Mark H. Johnson, New York City, partnerships; Professor John M. 
Maguire, Harvard Law School, gross income and deductions. 
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sentation. The work of the Policy Committee and the staff is presented to 
the Council of the Institute * and then to the full membership of the In- 
stitute at its annual meeting. 

Among the areas which most needed study was that of the taxation of 
a partnership. Partnership taxation is one of the most complex and con- 
fused subjects in the entire area of the income tax. Although the subject 
is at least as complicated as that of corporate taxation, the present Code 
does little to govern the treatment of this widespread form of business 
association. It merely supplies the definition of a partnership, declares that 
only individual partners are liable for the tax on the partnership income,’ 
and sets forth a few rules relating to the general pattern for the computa- 
tion of the partnership income and distributive shares of the partners.® 
The Code also states briefly what the basis shall be of property acquired 
by a partnership or distributed in kind by a partnership to a partner.** Such 
large areas as the treatment of contributed property, distributions to a part- 
ner, and sales of an interest in the partnership are left largely untouched. 
Court decisions, Treasury Regulations, and rulings fill the gap to some 
extent, but in the main they are inconsistent, confusing, and inadequate. 

Most of the problems encountered in the partnership area are concerned 
with the distribution of the burden of taxation among the members of 
the group. Since the Treasury from the standpoint of tax policy is not 
greatly concerned about this allocation, the issues are essentially not be- 
tween Treasury and taxpayer-partner but between partner and partner. 
Consequently, tax technicians should be able to agree on the formulation of 
rules to govern the complex partnership relationship, and this formulation 
should not raise issues that pass beyond technical tax policy. Many of the 
inconsistencies and areas of dispute under present law stem from the am- 
biguous or ambivalent nature of the partnership as a legal concept. In 
some respects it is an independent, self-contained business entity. In other 
respects it is an aggregate of individuals who are co-owners of property 
used for a joint purpose. This ambiguity is aggravated in the field of 
taxation because the definition of “‘partnership” includes all the loose forms 
of pools, joint ventures, and syndicates. Depending upon an entity or an 
aggregate characterization, substantially different tax consequences obtain. 

As a general proposition the standard rules of the proposed Draft treat 
the partners as co-owners of the partnership property, on the assumption 


® The Council of the American Law Institute serves as its board of managers. In ac- 
cordance with the Institute’s by-laws, any change in existing law proposed by the Insti- 
tute must first be approved by a majority of the members of the Council as well as of 
the Institute. 

TELR.C. §181. 

8T.R.C. §§183-191. 
8a T.R.C, §113(a) (13). 
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that this approach most nearly conforms to the understanding of the parties 
in the usual small business. In the interest of flexibility, however, a series 
of elective rules based upon the entity theory are provided to take care of 
those partnerships which have numerous partners or a complex variety of 
assets. 

While the standard rules tend to an aggregate approach and the elective 
rules to an entity approach, the Draft in either case does not hestitate to 
deviate from these theories in order to meet the dictates of normal business 
activity, equitable treatment, or administrative convenience. 

The proposed Draft of the sections on partnerships and partners is set 
forth in Appendix A at the end of this article. 


II. DistrRIBUTIVE SHARES OF PARTNERS OF PARTNERSHIP INCOME 
A. PRESENT Law 


The proposed Draft does not depart from the provisions of the present 
Code respecting the distributive shares of the partners as far as the latter 
goes. As noted previously, the sections devoted to partnerships under ex- 
isting law deal mainly with the requirement that the parinership file a sep- 
arate information return ° and that the partners report their distributive 
shares of partnership income whether distributed or not.*® Thus, the part- 
nership is required to compute its net income in the same manner as in the 
case of an individual except that its capital gains and losses are segre- 
gated,’ and it is not allowed the standard deduction,” the deduction for 
charitable contributions,** nor the net operating loss deduction.** The part- 
ners are then required to include in the computation of their net income 
their distributive shares of the partnership’s capital gains and losses and 
of the partnership’s ordinary net income or loss (defined as the partnership 
net income or loss after the exclusion of partnership*capital gains and 
losses and disallowed deductions).*° In addition, the partners are treated 
as having made charitable contributions equal to their distributive share 
of the charitable contributions made by the partnership,*® and for the pur- 
pose of the foreign tax credit as having paid foreign income taxes equal 
to their share of the foreign income taxes paid by the partnership.’ They 
are also allowed as a credit against their net income their proportionate 
share of the partnership’s tax exempt interest,** and, in accordance with 
Regulations, may derive the benefit of the net operating loss deduction 
denied the partnership.*° Thus the basic pattern is to treat the partnership 
as a conduit through which the individual partners are regarded as re- 


9T.R.C. $187. 18 T.R.C. §183(c). 17 .R.C. §186. 
10 T.R.C. §182. 14T.R.C. §189. 1s T.R.C. §184. 
11 T.R.C. §183(b). 15 T.R.C. §182. 19 L.R.C. $189. 


12 T.R.C. §183(d). 16 T.R.C. §183(c). 
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ceiving the income computed by the partnership as if they had earned it 
individually. 

The Draft retains this basic conduit system. It continues to key the 
partner’s tax to the accounting records of the partnership business but with 
the basic premise that each partner earns his share of the partnership in- 
come as it is earned by the partnership. No attempt has been made to revise 
partnership taxation in the direction of corporate taxation, either by mak- 
ing the partnership a separate taxable entity or by making the partners’ tax 
depend upon distributions from the partnership. In prescribing rules for 
the taxation of the partners on partnership income, however, the Code 
omits a number of important matters which the Draft attempts to supply. 


B. DraArt—DEFINITION OF DISTRIBUTIVE SHARE 


In the first place, while the Code requires the partners to report as part 
of their own income their distributive shares of partnership income, the 
Code fails to supply a definition of distributive share. This omission has 
resulted in a great deal of confusion in cases where, for example, a partner 
is entitled to a guaranteed annual salary, or where distributions from the 
partners’ capital accounts are made to the partners. 

Under the Draft (as, probably, under a proper interpretation of the 
Code), the provisions governing the allocation of gain or loss which are 
contained in the partnership agreement determine the amount to be included 
as a partner’s distributive share of partnership income.”® Ordinarily, the 
partnership gain or loss would merely be divided among the partners in 
accordance with their profit and loss ratios. Thus if partnership 4B owns 
an asset having a basis of $20 and sells it for $100, A will be taxed on a 
distributive share of $60 and B on a distributive share of $20 where A, 
under the partnership agreement, is to share in 75 per cent of the partner- 
ship’s gains, and B in 25 per cent. Situations may arise, however, where 
the partners change their profit and loss ratios with respect to a particular 
asset. Assume that in the above example before the $20 basis asset was 
sold, the partners agreed that the asset is worth $100 and should become 
part of their capital account in which they are to share equally. Assume 
they agree that gain on a sale at a price up to the value at which the asset 
was included in capital account should be shared equally. When the asset 
was sold for $100, the $80 gain would, under the agreement entitling A 
and B to share equally in the partnership’s assets up to $100, be divided 
$40 - $40. If the asset were sold for $140, A’s distributive share as de- 
termined by the partnership aggreement would be $70, B’s distributive 

20 For a discussion of the Draft’s provisions concerning the determination of distributive 


shares with respect to contributed property and when there has been a transfer of a part- 
nership interest, see p. 119 et seqg., and p. 141 et seq. infra. 
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share would be $50, since the amount realized in excess of $100 would be 
divided in accordance with their agreed profit and loss ratios of 75 per 
cent—25 per cent. 

The above example merely illustrates the effect in that case which results 
from the stress placed by the Draft on the partnership agreement for the 
determination of distributive shares. Another example relates to “salary 
arrangements.’ Where one partner is entitled to a salary, the amount of 
the salary would under the agreement be included in the amount of part- 
nership profits a partner is entitled to receive and would enter into the com- 
putation of his distributive share of partnership profits. Since the amount 
of salary is treated as a distributive share of partnership profits, the part- 
nership would not be able to deduct those amounts as business expenses. If 
a salary is distributed to a partner in excess of partnership earnings for that 
year, then the distributee partner would be taxed on a receipt of a distribu- 
tive share of partnership earnings only if, under the partnership agree- 
ment, his salary withdrawal is not a charge against his capital account to be 
adjusted in future years. In such a case, the other partners would be en- 
titled to a loss to the extent that the withdrawing partner is not obligated to 
repay the amount withdrawn. Assume, for example, that 4 and B both 
have capital accounts of $10,000 and that under the partnership agreement 
A is entitled to a $5,000 annual salary with profits and losses thereafter 
being shared equally by A and B. If in the first year the partnership earns 
$15,000, A’s distributive share of partnership income would be $10,000, 
and B’s distributive share would be $5,000. Assume all the earnings are 
withdrawn by the partners during that year, so that the partnership is left 
with $20,000 representing the capital accounts of the two partners. Assume 
further, that in the following year the partnership has no income but still 
distributes $5,000 to A. If the understanding of the partners is that this 
“salary” is not a true salary but an advance drawing and merely represents 
a withdrawal by A against his capital account and will be adjusted in later 
years, neither partner’s distributive share will be affected. A’s withdrawal 
of $5,000 would in effect be a loan to him which must later be repaid by 
him. If, on the other hand, the partners agree that A’s capital account is to 
remain $10,000, with no obligation on his part to repay $5,000, the part- 
nership has lost $5,000 and B would be entitled to a $5,000 distributive 
share of partnership loss. If, as under a true salary agreement, 4’s capital 
account is to be reduced by only $2,500 until he repays that amount, A 
would be taxed on a distributive share of $2,500, while B would incur a 
$2,500 loss.”* 

Distributive shares of partnership losses are also to be determined under 
the partnership agreement. Thus, under the Draft a partner is entitled to 


21 Cf. G.C.M. 6582, VIII-2 Cum. Butt. 200 (1929). 
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a distributive share of loss only if he has actually suffered a monetary loss, 
i.e., only if he suffers a reduction in his capital account, or, under the agree- 
ment, he is liable to make up that loss to the partnership. 


C. Drart—SEGREGATION OF PARTNERSHIP INCOME ITEMS 


While the Code by and large adopts a conduit approach to the taxation 
of partners on partnership income, the application of this concept in a num- 
ber of instances is unclear. Because the Code requires the partnership to 
segregate only its capital gains and losses, the partner’s treatment of such 
items as partnership wagering gains and losses or partnership gains and 
losses with respect to depreciable and real property used in the partnership 
business is left uncertain. Under current law, if the partnership has section 
117(j) gains in excess of its section 117(j) losses, the excess becomes a 
capital gain, and each partner would then include his distributive share of 
that excess as part of his capital gains. But if the partnership has only sec- 
tion 117(j) losses, those losses would be treated by the partnership as an 
ordinary loss in computing its ordinary net income. If, however, the part- 
ners have individual section 117(j) gains, it is unclear whether a conduit 
approach would be followed in view of the lack of specific direction by the 
Code, with partners, in determining whether their section 117(j) gains 
are to be treated as capital gains, required first to offset against those gains 
their distributive share of the partnership’s section 117(j) losses. If the 
partnership has a wagering gain, it would be included as part of its ordi- 
nary net income. But the rules in the Code do not indicate whether a part- 
ner who has an individual wagering loss may be allowed to offset that 
wagering loss against his distributive share of the partnership’s gambling 
gains (wagering losses being deductible only against wagering gains). 

The Draft attempts to remove these ambiguities. The partnership is 
required to segregate and compute separately all those items which require 
separate computation to determine whether their character is capital or 
ordinary or to what extent they are includible, excludible, or deductible 
from gross income. The partner then includes, as part of his own items 
of that nature, his distributive share of the separately computed partnership 
items. In addition, the Draft provides that the income, gain, loss, or credits 
of the partnership being brought down for tax purposes to the partners 
be treated by the partners as if incurred in the same transaction and in the 
same capacity as the partnership. Thus a complete implementation of the 
conduit approach is provided. 


22 See Jennings v. Comm’r, 110 F.2d 945 (5th Cir. 1940), in which a partner was al- 
lowed to offset individual gambling losses against his share of partnership gains. But 
whether, for example, a partner may be permitted to use his share of partnership gross 
income in determining his own gross income for purposes of I.R.C. §275 is uncertain. The 
Draft, following the conduit approach, does so permit. 
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III. TAxaABLE YEARS OF PARTNERSHIP AND PARTNER 


Under present law a partnership is permitted to adopt a fiscal year as 
its taxable year without first obtaining the approval of the Commissioner 
or Secretary. Where a fiscal year is adopted, the taxable years of the part- 
nership and the partners may differ. In such a case, the Code provides that 
a partner’s distributive share of the partnership’s gain or loss shall be based 
upon the partnership’s net income or loss for the taxable year of the part- 
nership ending within the taxable year of the partner.** This statutory 
scheme has been retained by the Draft, except that a partnership’s fiscal 
year may not be adopted without the approval of the Secretary. The ap- 
proval of the Secretary is required for the following reasons : 

Under existing law, partnerships often adopt fiscal years for no valid 
business reason but rather to postpone the payment of taxes on their dis- 
tributive share of partnership income for as long a period as possible. 
Thus, if the partners are on a calendar year with respect to their individual 
returns, by putting the partnership on a fiscal year ending in January, they 
can postpone any taxes on partnership income for twenty-three months 
because no tax is payable until the end of the partner’s year within which 
the partnership year terminates. However, this arrangement runs the risk 
of bunching twenty-three months of partnership income in individual 
returns for a single taxable year, if upon the death of one of the partners 
the partnership’s taxable year with respect to him ends.** Thus, in the 
above example, if a partner dies in December, 1953, he will be required to 
include in his return income earned by the partnership during the fiscal year 
1952-3 as well as partnership income earned from January, 1953 to the 
date of his death. It may be supposed that the risk of bunching partnership 
income prevents to some extent the adoption of fiscal years despite the tax 
advantages to be gained from postponement. 

As will be seen infra, however, the Draft overcomes the risk of bunch- 
ing and hence substantially increases the advantages of tax postponement 
through a fiscal year plan. To prevent abuses of this nature, the Draft re- 
quires the approval of the Secretary of the Treasury before a fiscal year 
may be adopted. Since an individual must obtain that approval before he 
may adopt a fiscal year, even though he is doing it in connection with a 
new business, there is no reason to permit persons doing business as part- 
ners any greater privilege. It is contemplated that approval would be given 
in all cases where there is a sound business reason for the adoption of a 
fiscal year. Approval may be obtained in advance of, or subsequent to, 
the filing of the return. 

23 L.R.C. §188. 

24 £.g., Guaranty Trust Co. v. Comm’r, 303 U.S. 493 (1938). Compare Girard Trust 


Co. v. United States, 182 F.2d 921 (3d Cir. 1950). See Weyher and Flom, Death and 
Income Taxes—the Demise of a Partner, 52 Cor. L. Rev. 695 (1952). 
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IV. Basis oF A PARTNER’S INTEREST IN THE PARTNERSHIP 
A. PRESENT LAw 


Although a partner’s basis for his interest in the partnership must be 
determined for the purpose of computing his gain or loss on his retirement 
from the partnership, on a dissolution of the partnership, or on the sale of 
his interest in the partnership, the present Code does not contain a definition 
of the basis of a partner’s interest. The Regulations, however, indicate 
that initially the partner’s basis for his interest will be equal to his basis for 
any property and money contributed to the partnership, or to his cost if 
the interest was purchased from another partner; or if he inherited the 
interest, the basis will be equal to the value of the interest at the date of the 
death of the decedent transferor. Thereafter, the partner’s basis will be 
increased by the distributive share of any partnership gain taxed to him 
and will be decreased by any distributive share of loss recognized by him 
and by the amount of any money or the basis in his hands of any property 
distributed to him by the partnership.” 

This method of computing a partner’s basis for his interest is subject to 
two major criticisms. In the first place, it makes no provisions for increas- 
ing a partner’s basis by his distributive share of non-taxable partnership 
income. Since a partner’s gain or loss on the disposition of his partnership 
interest is measured by the difference between the amount realized by him 
and his basis for his interest in the partnership, the failure to increase his 
basis by the above amounts might cause a tax to be imposed on such items 
as tax exempt interest and life insurance proceeds. The second major ob- 
jection made to the method of computing basis is its complexity. Each 
time the partnership realizes gain or loss, and each time current distribu- 
tions are made, separate computations to the partners’ respective bases 
become necessary. These frequent adjustments are considered undesirable. 

The Draft attempts to overcome these two objections. 


B. Drart—Pro RATA SHARE OF AGGREGATE PARTNERSHIP BASIS 


Under the basic rule of the Draft, each partner’s basis for his interest 
in the partnership is equal to his share of the partnership’s aggregate basis 
for all of its assets (including money) as determined by the partnership 
agreement. Since tax exempt interest and other non-taxable items com- 
prise part of the aggregate partnership basis, each partner’s basis for his 
interest in the partnership automatically consists in part of his pro rata 
share of these tax exempt items. This formula, moreover, renders unnec- 
essary separate adjustments to basis whenever there is an operating loss, 
retention of earnings, or current distribution. Thus, if equal partnership 


25 Reg. 118, Sec. 39.113(a) (13)-1, 2. 
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AB owns property having an aggregate basis of $100 and then earns and 
retains $100, the basis of A’s and B’s interest is automatically $100, or 
one-half of $200 aggregate partnership basis. If $25 is currently distribu- 
ted to each partner, each partner’s basis automatically becomes $75, or one- 
half of $150 aggregate partnership basis. 

This basic rule is, of course, consistent with the aggregate approach 
where the partnership is regarded as an aggregation of co-owners, each 
possessing an undivided interest in all of the partnership properties. Where 
the partnership utilizes the elective rules allowed with respect to contribu- 
ted property, basis adjustments in case of retirements and transfers of 
partnership interests become necessary. These adjustments, which will be 
discussed infra, are, however, required to be made only at the time the 
determination of the basis of the partnership interest becomes relevant 
and, unlike existing law, do not result from the current every-day opera- 
tions of the partnership. 


V. CONTRIBUTED PROPERTY 
A. TAx on FORMATION 


One of the first questions to arise with respect to a contribution of prop- 
erty in kind by a partner was whether gain or loss was to be recognized on 
the formation of a partnership and the contribution of property thereto at 
a credited value higher than its basis in the hands of the contributor. Sev- 
eral possibilities were presented. 

First, the partnership could be viewed as a separate entity and the con- 
tribution of property could be viewed as being an exchange for another 
and different right—a partnership interest. Under this view the transac- 
tion could either be regarded as a taxable exchange of properties of unlike 
kind, involving the recognition of gain or loss, or as a non-recognition 
exchange in which the basis of the partnership interest receives the substi- 
tuted basis of the property contributed. 

Another approach would be to invoke the aggregate concept: to regard 
the partners as co-owners of firm assets as tenants in partnership and to 
treat the contributions as if they were simply exchanges between the part- 
ners of undivided interests in properties. Under this approach there were 
several possibilities. The exchange of property interests could be left to be 
governed by the provisions of section 112(b)(1). If the properties were 
of like kind, no gain or loss would be recognized except to the extent of 
one partner’s interest in the cash contributed by another partner. If the 
properties were of unlike kind, the exchange would be taxed. Also con- 
sidered under this approach was the possibility of extending the provisions 
of section 112(b)(1) and making all exchanges of property other than 
money non-taxable, but to tax the transaction when money was involved. 
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The third possibility was to make the exchange of interests non-taxable 
even though one partner contributed money and the other property. 

Under the present law no gain or loss is recognized on the formation of 
a partnership.** It was decided to adhere to this rule, whether the exchange 
be regarded as an exchange of interests in property or as an exchange of 
properties for a “partnership interest.’ It was felt that to tax the trans- 
action would tend to discourage the formation of partnerships and operate 
as a deterrent to new business enterprises. Moreover, if gain on such a 
transaction were to be taxed, there would then arise the question of 
whether losses on similar transactions should be allowed. Consequently, 
it was determined at the outset that no gain or loss would be recognized on 
the formation of a partnership. 

This decision gave rise to troublesome basis problems. There are no 
basis problems where only cash is contributed on formation, or where the 
basis of contributed property equals its value. But if properties with bases 
which are not equal to their values are contributed, three questions arise: 
(1) what are the tax bases of the contributed assets in the hands of the 
partnership; (2) what is each partner’s “distributive share” of gains, 
losses, depreciation and depletion on the various properties after contribu- 
tion; and (3) what is the basis of each partner’s investment in the firm? 

After having made the decision that no gain or loss was to be recognized 
on formation, it was generally agreed that the basis of contributed prop- 
erty in the hands of the contributor at the time of contribution would 
carry over and become the basis of that property in the hands of the part- 
nership. To do otherwise would enable the basis of property to be stepped 
up without the imposition of tax on the gain. Thus the contributor’s basis 
is to be used by the partnership to determine for tax purposes depreciation 
and cost depletion thereon and gain or loss on a subsequent sale. 


B. CREDITED VALUE OR DEFERRED SALE APPROACH 


But this left the more troublesome problem of how the depreciation, 
depletion, and gain or loss was to be apportioned between the partners 
where there was a disparity between the bases and the values of contributed 
properties. Assume 4 puts in $100 in cash and B puts in properties having 
a value of $100 but with a basis in his hands of $20. They are to share 
equally in profits and losses. The partnership (or the partners collectively) 
now hold the cash at a tax basis of $100 and the properties contributed by 
B at $20. Since they are equal partners, they share equally in the $100 of 
cash and, for tax purposes, would share equally in any deductions attribu- 
table to the expenditure by the partnership of the $100. But what about 


26 Archbald v. Comm’r, 27 B.T.A. 837 (1933); Helvering v. Walbridge, 70 F.2d 683 
(2d Cir. 1934). 
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the depreciation or depletion on the property that B put in? What if this 
property were sold? If $100 were realized on such a sale, are the partners 
to be taxed equally on the $80 of profit, or should B alone be taxed on the 
entire $80, since gain was not recognized on the formation of the firm? 

Arguably, B alone should bear the tax incurred on the entire gain when 
the property is sold. Having obtained a partnership credited value of $100 
to match A’s contribution of $100 cash, B has thereby received the entire 
benefit of the appreciation in value of the property. This argument led to 
a consideration of the credited value or deferred sale approach. This ap- 
proach was designed to apportion gain or loss, depreciation, and depletion 
equitably between the partners by taking into account the differences be- 
tween the basis and value at which the property was taken into the firm and 
allocating this difference to the contributor for tax purposes at the time of 
sale. Under this approach, from the point of view of the partnership, each 
item of contributed property would be treated as though it had a basis 
equal to its credited value at the time of contribution. The credited value 
of contributed property was defined as the amount by which the contribu- 
ting partner’s capital account was increased on account of his contribution. 
From this credited value basis the partnership would compute its gain or 
loss when the property is sold. This gain or loss would be reflected in each 
partner’s distributive share of the partnership gain or loss, determined in 
accordance with the partnership agreement. There would then be a special 
gain or loss to the partner who contributed the property sold, thereby 
reassigning to him the postponed gain or loss which would have been rec- 
ognized at the time of his contribution if that had been treated as a taxable 
exchange. 

Thus, in the case of the sale at $100 of the property contributed by 
B, having a basis of $20, the full $80 gain would be taxed to B. If the 
property were sold for $120, the taxable gain would be $100. Of this 
amount, $20 represents post-contribution appreciation in value, the differ- 
ence between the amount realized, $120, and the credited value, $100. This 
amount would be treated as a partnership gain and would be allocated to 
each partner’s distributive share of partnership gain in accordance with the 
partnership agreement. The difference between the contributor’s basis and 
the property’s credited value, $80, represented the pre-contribution appre- 
ciation attributable to him. Consequently, this amount would be taxable 
entirely to him. In effect, it constitutes a realization at the time of sale of 
a gain which could have been recognized to B at the time of the contribu- 
tion but which, for the policy reasons discussed, was postponed until the 
disposition of the contributed property. Accordingly, the character of the 
gain would depend upon the character of the property disposed of. 

There were a number of objections to this credited value approach. The 
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principal objection was its extreme complexity, particularly when applied 
to property subject to an allowance for depreciation and depletion. Each 
partner other than the contributor would, under the credited value ap- 
proach, be permitted the allowance for depreciation or depletion of his 
undivided interest in the contributed property as though the basis of that 
property were equal to its credited value at the time of contribution. In 
the hypothetical case previously discussed, A’s credited value of his indi- 
vidual half interest in the property contributed by B would be one-half of 
$100, or $50. If the property is depreciable at a rate of 10 per cent, 4 
would be entitled to a $5 depreciation allowance to be offset against his 
distributive share of ordinary income. B, the contributing partner, would 
be entitled to an allowance based on the actual tax basis attributable to his 
individual interest. Here the tax basis was $20, and the basis of B’s 
interest $10. Hence B’s annual allowance would be $1. The total of A’s 
and B’s depreciation deduction would be $6. But since this $6 depreciation 
allowance is greater than the allowable net partnership depreciation, which 
is 10 per cent of $20, or $2, the excess, or $4, would have to be recognized 
as income to the contributing partner, B. 

In effect, each year when A would be allowed to take a depreciation 
deduction of one-tenth of the credited value of his half interest in the 
property B in turn would be required to recognize annually one-tenth of 
gain realized by him but deferred at the time of contribution when one 
half of the property, basis $10, was transferred to A for a one-half interest 
in the $100 cash. Assuming that a gain on the sale of depreciable property 
used in a trade or business is to be treated as a capital gain, the additional 
gain of $4 recognized to B would be a capital gain. 

It should be noted that this credited value or deferred sale approach was 
basically the approach attempted in G.C.M. 10092.” While inherently 
equitable, it becomes extremely complex when applied to a partnership 
with several partners, contributing a number of properties with varying 
bases. It necessitates the maintenance of two sets of bases for partnership 
property, one the actual tax basis and the other based on credited value. 
In many small, informal partnerships, the determination of a “credited” 
value may be difficult or impossible. Moreover, this approach requires the 
annual recognition of gain in the absence of a disposition of the property 
whenever the contributed property is depreciable or depletable. It thus 


27 G.C.M. 10092, XI-1 Cum. Butt. 114 (1932), revoked by G.C.M. 26379, 1950-1 Cum. 
Butt. 58. G.C.M. 10092 adopted the credited value, deferred gain approach with one im- 
portant modification, known as a ceiling approach. Assume the property contributed by 
B, basis $10, credited value $100, is sold by the partnership for $50. Under the deferred 
gain approach, A and B would each recognize a $25 loss while B, in addition, would recog- 
nize a $90 gain. Under the ceiling approach of G.C.M. 10092, B alone would recognize 


a gain of $40. 
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might, in a year when the partnership suffered a net loss, nevertheless 
produce a gain to a partner who contributed low basis depreciable property. 
In the example discussed above, if the partnership had incurred a net loss 
of $4, B would have a $2 loss plus a $1 depreciation deduction, but he 
would also have to recognize a $4 gain. 

In other instances the credited value rules could mean a gain for a low- 
basis contributor in excess of his distributive share of the proceeds of a 
sale by the partnership. If the property contributed by B were sold for 
$80, the partnership loss of $20, computed with reference to the credited 
value of $100, would be equally shared by A and B. But B would also 
have to recognize gain of $80. His net gain of $70 would be greater than 
his $40 share of the proceeds of the sale. The contributor might have to 
recognize a gain in excess of his share of the proceeds of sale even where 
the contributed property was not sold for less than its credited value. 
Thus, if B were only a 10 per cent partner and the contributed property 
sold for $100, he would still pay tax on an $80 gain even though he was 
entitled only to a $10 share of the proceeds. It was felt by many that to 
tax the contributor on his pre-contribution increment in installments, as a 
complement to the treatment of depreciation or depletion, or to tax this 
increment all at once when the property was sold and when perhaps the 
proceeds of the sale were committed to the business and not available to 
pay the tax, was as objectionable as imposing a tax at the time of con- 
tribution. 

Because of these objections and because G.C.M. 10092 even before 
its revocation was apparently not being generally followed either by tax- 
payers or agents in the field, this approach was not adopted as the standard 
treatment for contributed property.” 


28 Another method which would during the current operation of the partnership result 
in the same preservation to the parties of their respective bases as the credited value, de- 
ferred gain approach was characterized as the aggregate-substituted-basis approach. Under 
this approach the contribution of assets to the partnership is regarded as a mutual ex- 
change of undivided interests in the properties contributed which is non-taxable. Thus, if 
A contributes Whiteacre, basis $100, and B contributes a building, basis $20, to a part- 
nership in which they are to be equal partners, A has exchanged a half interest in White- 
acre to B for half of B’s building, and each thereafter owns an undivided half interest in 
each property. A’s basis for his half interest in Whiteacre would be $50 and his basis 
for his half interest in the building would also be $50, a substituted basis equal to the 
basis of his relinquished interest in Whiteacre. Similarly, B’s basis for his interest in both 
Whiteacre and the building would be $10. As a result of the substitution of basis, White- 
acre and Blackacre are both held, one-half by A at a basis of $50 and one-half by B at 
a basis of $10. If Whiteacre were sold for $100, A would be taxed on no gain, but B 
would recognize a gain of $40. If the building were depreciated at the rate of 10 per cent, 
A would be entitled to a $5 and B to a $1 depreciation allowance. 

While this approach was logical, it presented difficulties nearly as great, if not greater, 
than the credited value approach. At the partnership level properties contributed would 
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With the abandonment of the credited value or deferred sales approach 
as a possible standard rule, two other possibilities remained. Under the 
first of these, the entity approach, the partnership would be regarded as 
an entity, separate and apart from the partners. The partner’s investment 
in the firm—his partnership interest—would be treated as a separate 
capital asset comparable to a share of stock. The formation of the part- 
nership would be analogized to a transaction under section 112(b) (5). 
Since the transaction is non-taxable, the bases of assets in the hands of 
the contributing partners carry over and become the bases of those assets 
in the hands of the partnership. Gain, loss, depreciation and depletion 
are computed by the partnership on the carried over bases, and net taxable 
income is divided between the partners in accordance with their shares 
of profit and loss as prescribed in the partnership agreement. Each part- 
ner’s “partnership interest” takes as its separate basis the aggregate of 
the bases of the properties (including money) transferred by him to the 
partnership entity. 

It should be noted that under this approach a partner’s tax basis for 
his “partnership interest’? may differ from his share of the aggregate 
basis of all partnership assets. Thus, if partner A contributes $100 in 
cash, and B contributes property with a basis of $20 worth $100, the 
basis of A’s “partnership interest” would be $100 and B’s would be $20. 
At the same time, the total bases of assets in the firm, in which each 
would have a half interest would*be $120, one-half of which would be 
$60. B would thus have a basis of his partnership interest in an amount 
less than the basis of his undivided interest in firm assets which enters 
into the computation of his annual tax liability. On the other hand, A’s 


take a substituted basis as to each partner’s interest therein other than that of the contribu- 
tor. The basis of each property being the sum of the bases of each partner’s interest would 
therefore be different from the basis of that property prior to contribution. Basis could 
be shifted from high-basis capital assets to low-basis inventory or depreciable property. 
Where several partners contributed a number of different properties with varying bases, 
difficulties would arise as to proper rules to be applied in making the substitution. The 
necessity of maintaining thereafter separate bases of each partner’s undivided interest in 
each contributed property in order to determine each partner’s separate depreciation and 
depletion allowance and to determine each partner’s gain or loss on a subsequent sale was 
objectionable. Moreover, the insurmountable difficulty is that this approach will work 
only when all the contributions consist of property other than cash. If one partner puts 
in cash and another only low-basis property, the substitution of bases would assign to the 
interest in the cash received by the low-basis partner a basis in such cash of less than the 
amount of cash received. This would present an impossible dilemma when the cash was 
later expended by the partners on business expenses or the acquisition of capital or other 
assets. Because of these objections the principle of substitution of basis under an aggre- 
gate approach was discarded. 
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basis of his partnership interest would exceed the basis of his interest in 
firm assets. 

The entity approach, at least up to the point of liquidation or other dis- 
position of the partnership interest, has the advantage of simplicity. The 
partnership would determine its annual net income or loss and capital gain 
or loss as a business entity. These gains and losses could then be divided 
among the partners in accordance with the partnership agreement for 
sharing gains and losses. At the partnership level, therefore, it avoids the 
complexities and uncertainties involved in attempting to allocate, as be- 
tween the partners, depreciation, depletion, gain, or loss under the credited 
value or deferred sale approach discussed above. 

This simple entity approach, however, means that a partner who contrib- 
utes cash or high basis properties is, to a degree, penalized on account of 
the low-basis of properties contributed by another. He suffers in terms of 
a loss in the depreciation or cost depletion deduction and is required to bear 
part of the tax on the pre-contribution increment when the low-basis prop- 
erties are sold. At the same time, the low-basis contributor obtains a tax 
benefit on account of the high basis in properties contributed by another. 
Again, suppose partner A contributes $100 in cash, and B contributes 
property with a basis of $20 but worth $100. If the property is sold for 
$120, A and B share equally in the $100 gain, both being taxed on $50. 
But since A contributed $100 in cash, $40 of his gain is attributable 
to one-half of the pre-contribution appreciation in value of the property 
contributed by B. It should be observed, on the other hand, that the tax 
advantage or detriment resulting from this entity treatment might be minor 
in most cases. In the relatively few cases where there was a substantial 
difference between basis and value, the tax detriment or advantage ascrib- 
able to basis could be taken into account by the partners in their formation 
of the firm. The partners could adjust their percentages to offset the dis- 
advantages attributable to the lower basis; or the cash or high-basis con- 
tributor might require the low-basis contributor to contribute cash to the 
firm and then cause the firm to purchase the low-basis asset, thus casting 
the gain and the tax on the low-basis partner.” 

Moreover, in its recognition of the partnership interest as a separate 
asset and in ascribing to this partnership interest a basis for tax purposes 
equal to the bases of properties contributed by him, the entity approach 
preserved for each partner, as his original investment in the firm, the basis 


29 This technique, however, would be unavailable under the Draft if the contributor 
were an 80 per cent partner and the low-basis property were a short-lived, depreciable, or 
depletable asset. Otherwise, sales to a partnership in this situation would result in a 
stepped-up basis and an increased depreciation allowance offset against income at the 
expense of only a capital gain tax. 
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of the properties contributed by him. While this original basis is not used 
in computing his share of depreciation, depletion, gain, or loss on firm 
assets, it is taken into account later when the firm is liquidated or when the 
partner disposes of his interest in the firm. At that time the basis of his 
“partnership interest,” which includes the bases of properties originally 
contributed by him, becomes the measure of his gain or loss on the dispo- 
sition of his interest. The high-basis contributor, who has been sharing the 
tax disadvantages attaching to low-basis properties contributed by others, 
now obtains the benefit of his original basis, and his gain on liquidation or 
the disposition of his interest in the firm is accordingly reduced. Corre- 
spondingly, the low-basis contributor, who has been enjoying the benefits 
of high-basis properties contributed by others, is, at the point of dissolution 
or sale, made to account for the low basis of properties originally put in by 
him, since this low basis becomes a component of the basis of his parter- 
ship interest. 

Thus, at the point of liquidation or sale the tax advantages and dis- 
advantages under the entity concept growing out of the initial contribution 
of properties to the firm are corrected. The entity concept thus assures the 
high-basis contributor that on liquidation or sale of his partnership interest 
his original tax basis will be taken into account in determining his gain or 
loss. It also requires the low-basis contributor eventually to account for 
the gain on his pre-contribution increment at the time he disposes of his 
partnership interest. In the previous example, when the partnership sold 
the property for $120 with A and B both being taxed on $50, A’s basis for 
his partnership interest became $150 and B’s basis $70. If the partnership 
then dissolved, distributing $110 to each partner, A would recognize a $40 
capital loss and B would recognize a $40 capital gain. 

There are, however, several important weaknesses inherent in the entity 
approach. First, any such compensating capital gain or loss will be post- 
poned until the retirement of a partner, sale of a partnership interest, or 
liquidation of the partnership. These events will, however, take place only 
some time after the formation of the partnership and are not ordinarily 
anticipated by the partners at the time the property is contributed. Because 
dissolution or sale will not initially have been intended or foreseen, the 
happening of either event would largely appear to be an artificial point at 
which to equalize the previous tax advantages and disadvantages between 
the partners growing out of the entity treatment of contributed property. 
Further, although the high-basis contributor will realize a capital loss on 
dissolution or on the sale of his interest, this benefit might be illusory in a 
case where the amount of loss is so great that it cannot be fully utilized 
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under the limitations on capital loss deduction.*® Moreover, because the 
value of the future possibility of capital gain or loss to the contributing 
partners is uncertain at the time of contribution, as well as the general un- 
predictability of future tax rates, the bargaining element between the part- 
ners on formation of the partnership is made difficult. Finally, the entity 
concept places upon each partner throughout the life of the partnership 
the burden of keeping account both of the basis of his individual partner- 
ship interest and of his share of the aggregate basis of firm assets. This 
accounting burden will in many cases be troublesome and unexpected. 


D. AGGREGATE APPROACH—TRANSFERENCE OF Basis 


The third major treatment possible for contributed property involved 
the transference of basis under an aggregate approach. Under this ap- 
proach the contribution of properties to a partnership would be viewed as 
an exchange of undivided interests in properties, but instead of basis being 
substituted, basis would follow the property, and a partner receiving an 
undivided interest would take that interest at its basis in the hands of the 
transferor. Thus, where A puts in Whiteacre with a basis and value of 
$100, and B contributes a building with a basis of $20 and a value of $100, 
A would receive half of the building at B’s basis of $10, and B would re- 
ceive half of Whiteacre at A’s basis of $50. 

Under this transference-of-basis approach, the basis of each partner’s 
interest in each property is the same as the basis of that interest in the 
hands of the contributor. Hence, at the partnership level each property has 
the same basis as it had prior to contribution. This basis is used to compute 
the partnership’s depreciation, depletion, gain, or loss, and the net partner- 
ship gain or loss is divided among the partners in accordance with the 
partnership agreement. If the building is sold for $120, A and B will both 
incur a $50 gain. The result at this point is precisely the same as under 
the entity approach. 

While this transference-of-basis approach produces the same result with 
respect to distributive shares as the entity approach, there is one important 
difference. Under the entity approach the sharing of basis for the purpose 
of determining the partners’ distributive shares of gain, loss, and allow- 
ances with respect to contributed property is temporary. The partner’s 
“partnership interest’’ is preserved and carries a basis equal to the sum of 


80 Under the Draft the allowance of capital losses as deductions against ordinary in- 
come is increased, but the allowance is still subject to some limitations. In the case of an 
individual, only 50 per cent of a capital loss is taken into account. The capital losses 
taken into account are then applied against the capital gains taken into account. Any 
excess may then be applied against ordinary income but may not as s applied reduce the 
tax by more than 50 per cent of the excess. 
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the bases of the properties contributed by him. Eventually, on disposition or 
liquidation, the original disparity in bases is accounted for. However, un- 
der the transference-of-basis approach there is a permanent shift of basis. 
There is no attempt to preserve the basis of his original contribution on 
the eventual disposition of a partner’s interest in firm assets. Each part- 
ner’s basis for his partnership interest is equal to his pro rata share of the 
aggregate partnership basis in all its assets. The underlying assumption 
in the transference-of-basis approach is that the partners have made a 
bargain to pool or exchange the bases of their contributions as well as the 
property itself. Thus the basis of the partnership interests of both A and 
B at the time of contribution becomes $60. After the sale of the building 
for $120, their bases are both $110. Upon dissolution and distribution of 
$110 to each partner, neither would recognize further gain or loss. 

Thus the transference-of-basis approach, like the entity approach, is ad- 
ministratively simple in its operation and avoids the complexities of the 
credited value approach. The entity approach in some cases might be con- 
sidered fairer as between the partners than the transference-of-basis prin- 
ciple in that the original basis of contributed property is preserved as the 
basis of the partnership interest, and there is an eventual equalization on 
disposition of the partnership interest. 

However, the permanent shift of basis under the transference-of-basis 
approach has some advantages over the entity approach. The elimination 
of a basis for a “partnership interest’ dependent upon what the particular 
partner contributed does away with the necessity of preserving a dual set 
of bases, one for the contributed property itself and one for the partnership 
interest. Since under the transference of basis approach each partner’s 
basis for his interest in the partnership is the same as his interest in the 
aggregate basis of the partnership property, on a disposition of the partner- 
ship interest no gain or loss will be realized by the partners which is at- 
tributable to precontribution appreciation or depreciation of any contrib- 
uted property. In this way the uncertainties engendered by a potential 
future again or loss on dissolution are eliminated. It is felt that the aver- 
age partner in a small partnership would reasonably expect any poten- 
tial gains or losses with respect to contributed property to accrue to the 
partnership as a whole and to the partners at the time that the contrib- 
uted property is sold or depreciated, to be so reflected in each partner’s 
distributive share at the end of the partnership’s taxable year, and not to 
be preserved in the form of an adjustment resulting in gain or loss to be 
realized at some uncertain future date. Parties entering into a partnership 
at arm’s length can evaluate the contributions of each, taking into account 
the relationship between the value of each item of property contributed and 
its tax basis, with the knowledge that all potential tax burdens and benefits 
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are to be shared in accordance with the partners’ respective distributive 
shares as the property is sold or depreciated. Once this evaluation has been 
made, there are no future, possibly unevaluable, adjustments to be made. 
Thus bargaining is made easier than it would be if it were necessary to 
make a present evaluation of the future adjustment on final liquidation 
which occurs under the entity approach. Under the entity approach the 
parties are confronted with the necessity of contracting with respect to 
the tax consequences flowing from a “temporary” shift in basis. It is easier 
on the formation of the firm to contract with respect to a “permanent” 
shift of basis. 


E. DrArt—TRANSFERENCE-OF-Basis APPROACH WITH ELECTION TO 
PRESERVE Basis V1A ENTITY OR CREDITED VALUE RULES 


1. Standard Rule 
(a) Transference-of-basis approach 


Because the transference-of-basis approach is believed to be suitable to 
most partnerships, the Draft adopts it as the standard or normal rule. The 
typical partnership is represented by a small business composed of two or 
three members. These partners regard themselves as being co-owners of 
the partnership property, and realistically they are. Since it was decided 
to preserve in the Draft the present definition of “partnership,” which in- 
cludes syndicates, pools, joint ventures, and other forms of business enter- 
prise which are not trusts or associations taxable as corporations, this term 
includes many loose business arrangements which are essentially tenancies 
in common. The concept that the partnership is a separate entity may be 
ill-suited to a small business of this type. 

On the formation of the typical small business partnership and the con- 
tribution of properties thereto, it was felt that essentially the partners have 
made a non-taxable exchange of property interests ; that basis should follow 
the new ownership of the interests transferred; that the concept of the 
partnership interest having a separate basis should be avoided, so as to 
eliminate the necessity of preserving two sets of bases for tax purposes—a 
basis for the partnership interest and a different basis for firm assets ; and 
that the complexities of the credited value or deferred sale approach dis- 
cussed above should not be imposed on the partners. It was felt that the 
typical small business partnership should have a simple rule which would 
permit the partners, bargaining at arm’s length, to weigh the relative value 
of each partner’s contribution by taking into consideration the gains and 
losses presently inhering in each item of contributed property. Once the 
bargain is thus struck, there will be no necessity to anticipate any unevalu- 
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able future gains and losses on dissolution resulting from property con- 
tributions made years before. 

Where a partnership is set up in an arm’s-length business transaction, 
there should be no objection to the possibility that basis can be shifted from 
one partner to another. In a case where a person is taken in as a partner 
with no investment of his own and no special ability or “know-how” to 
contribute to the business, that person, if he is entitled to share in the part- 
nership assets on dissolution, would nevertheless acquire a basis for his 
partnership interest from the partner contributing property. However, 
the latter would be subject to a gift tax as the transaction was not an arm’s- 
length bargain between the principals. Where the intent is merely to shift 
a gain, courts would be able to determine whether a partnership was set up 
for no legitimate business reason but rather for tax saving purposes. 


(b) Treatment of jointly-held contributed property 


Under the transference-of-basis rule the Draft contains a special pro- 
vision for contributions to a partnership of property by joint owners of 
that property, such as tenants in common. Where joint owners of property 
contribute it to a partnership, there is no shift or transference of basis as 
is the case where different properties, previously separately owned, are 
contributed. Where jointly-owned properties are contributed, the partners 
continue to be co-owners as before. The change from a tenancy in common 
to a tenancy in partnership is not, under the aggregate rule, an exchange 
of property interests. Each partner will retain as the basis of his undivided 
interest in the property the same basis he had for that undivided interest 
as a joint tenant. On the other hand, when A contributes a building and B 
contributes Whiteacre, an exchange of property interests occurs, and on 
such an exchange of property interests basis is transferred to the trans- 
feree. A shift of basis occurs only where property interests shift to an- 
other.** This treatment of jointly-held property was adopted for two prin- 
cipal reasons : 

(1) It makes it relatively unimportant whether a particular business 
venture involving jointly-owned property is considered to be a partnership 


81 It should be noted that situations may arise where property which is not jointly held 
is contributed along with the jointly-held property. In such situations there will be a 
shift of basis to the extent of the interests in the former jointly-held properties relinquished 
by the joint owners. Assume A and B each own undivided interests in Blackacre. A’s 
basis for his half interest in $9,000, B’s basis is $3,000. If A and B were to contribute 
this property to an equal partnership, A’s and B’s bases for their interests in the partner- 
ship and in Blackacre would be $9,000 and $3,000, respectively. If, however, C also con- 
tributes $9,000 in cash to the partnership in which A, B, and C are all to be one-third 
partners, a partial shift of basis occurs. A and B still preserve the bases of their former 
undivided interests but only to the extent of the interests retained by them. A, having 
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or a tenancy in common. The courts are thus spared the task of drawing 
a line between the two for tax purposes in the many borderline cases which 
exist. 

(2) It is in harmony with the rule, discussed infra, adopted in the case 
of a sale of a partnership interest or the death of a partner, which causes the 
basis of the new partner’s interest in firm assets to reflect his purchase price 
in the case of a sale, or the value of his interest in the case of a transfer by 
death. These situations involve no transference of basis, whether the old 
partnership continues or whether theoretically there is a dissolution of the 
old firm and the formation of a new one. No property interests pass from 
one partner to another, and consequently basis does not shift from one to 
another. The contribution of joint, undivided interests in jointly-held 
property is analogous and calls for the same rule. 


2. Elective Rules 


While for the reasons stated it was determined to adopt the trans ference- 
of-basis approach as the standard rule governing contributions, it was also 
felt that partners, if they desired, should have the right to preserve the 
basis of their respective contributions as the basis of their investment in 
the firm. Especially where the discrepancies between bases and values of 
contributed property are very great, the partners might desire any pre-con- 
tribution increase or decrease in value of contributed property to be re- 
flected eventually as gain or loss only to the contributing partner. It was 
therefore decided to provide an elective rule permitting such a preservation 
of basis. Under this election to retain the basis of the contributed property 
as part of the partner’s basis for his interest in the partnership, there are 
in turn allowed two methods of computing distributive shares of gain, loss, 
or allowances with respect to contributed property. 

Under the first of these, the entity rule, gain or loss and deductions for 
depreciation or depletion, as under the standard shift-of-basis rule, will be 
determined in accordance with the contributor’s tax basis and will be allo- 
cated to each partner in accordance with the partnership agreement for 
sharing the partnership’s economic gains, losses, and allowances. Hence, 
if the election to follow the entity approach is made, during the current 
operation of the partnership there will be no necessity to maintain two 


transferred one-third of his former interest to C for one-third of the $9,000 in cash, has 
a basis for his partnership interest of $9,000, $6,000 of which is allocable to Blackacre 
and $3,000 of which is allocable to the cash. B, having transferred one-third of his former 
interest to C in return for one-third of the cash, has a basis for his partnership interest 
of $5,000, $2,000 of which is allocable to Blackacre and $3,000 of which is allocable to 
the cash. C’s basis for his partnership interest is then $7,000, sais of which is allocable 
to Blackacre and $3,000 of which is allocable to the cash. 
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separate sets of bases. For the purpose of determining distributive shares, 
the bases of contributed property will temporarily shift. But since each 
partner’s basis for his partnership interest will reflect the basis of his origi- 
nal contribution, on a partner’s leaving the partnership any disadvantage 
or advantage accruing to him during the current operation of the partner- 
ship by virtue of the temporary transference of basis will be offset by a 
capital gain or loss. 

If on the other hand the partners desire to have their distributive shares 
of gain, loss, or allowances with respect to contributed property reflect the 
basis of their contributions during the current operation of the partnership, 
they may utilize the credited value rules in computing distributive shares. 
Under the credited value rules, the partnership must maintain two sets of 
bases for the purpose of determining distributive shares. The partnership 
gain, loss, or allowances with respect to contributed property will be com- 
puted in accordance with its credited value and allocated to the partners in 
accordance with the partnership agreement. But any difference between 
the gain, loss, or allowance computed in accordance with credited value and 
computed in accordance with the tax basis of the contributed property 
would be recognized as gain or loss to the partner who contributed the 
property. Despite its complexities there was thought to be no reason why 
this method of computing distributive shares should be denied those who 
desired it. 

An election to be treated under the elective rules affects the rights of 
the partners as much as any clause.in the partnership agreement. It there- 
fore must be filed with the first partnership return and be assented to by 
all the parties. The Secretary may, however, consent to a later filing of 
an election or to the revocation of an election previously made. 

To sum up, it appeared that each of the approaches discussed above had 
advantages and disadvantages which made it difficult to select any single 
consistent approach as being appropriate for every partnership. The only 
issue then was as to which of the approaches should be established as the 
standard rule and which as the elective rules. This issue was decided by 
choosing what to the Policy Committee, the Advisory Committee, the Con- 
sultants, and the membership of the Institute seemed to be the simplest and 
most understandable rule to be the standard rule. At the same time, flexi- 
bility was achieved by offering additional alternatives and by leaving an 
election between them to be made by the partners themselves in the light 
of their own special needs and interests, whenever the standard rule should 
appear unsuitable. Since this aspect of the tax treatment of contributed 
property relates essentially to the relationship between the partners, rather 
than to an issue between the Treasury and the partners, the paramount 
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consideration should be a set of rules permitting sufficient flexibility in 
consumating partnership arrangements. This consideration thus calls for 
permitting a choice among a number of sensible approaches, rather than 
casting all arrangements into the strait jacket of one rule. 


VI. CurrENT DISTRIBUTIONS 


Current distributions are distributions to partners in the course of the 
partnership’s existence made without the expectation of reducing either the 
distributee’s interest in future earnings or in partnership property on final 
dissolution. A current distribution is to be distinguished from a distribu- 
tion in retirement or reduction of a partner’s interest. Thus, if the dis- 
tribution is one in curtailment of the partnership’s business or is made to 
a partner in reduction of his interest, it is not a current distribution to 
which the rules described below are applicable but is governed by the rules 
applicable to the retirement of a partner discussed later in this article.” 

Ordinarily, current distributions take the form of cash distributions of 
partnership earnings. Because the partners are taxed on their distributive 
shares of partnership earnings, whether distributed or not, these distribu- 
tions of cash earnings are of no significance for gross income purposes. 
Even current cash distributions in excess of partnership earnings will gen- 
erally result in no gross income consequences since they are merely dis- 
tributions from the capital account.** As noted previously, the distributee 
partner does not even have to reduce the basis of his interest in the partner- 
ship by the amount of cash received. His basis being equal to his pro rata 
share of aggregate partnership basis, his basis is automatically reduced, 
because the aggregate partnership basis has been decreased by the amount 
of money currently distributed. 

The major difficulty encountered in this area involved current distribu- 
tions of property. While such distributions are comparatively rare, it be- 
came necessary to determine the basis of the distributed property in the 
hands of the distributee. 


A. PRESENT LAw 


Under present law the basis of property distributed to a partner “shall 
be such part of the basis in his hands of his partnership interest as is prop- 
erly allocable to such property.” ** According to the Internal Revenue 


82 See p. 153 infra. 

83 Compare the case where a partner who receives a cash distribution, e.g., a salary, in 
excess of his capital account, with no resulting decrease in his capital account and with no 
obligation to repay withdrawn amounts, must recognize a distributive share of gain. See 
pp. 114-115, supra. 

84 T.R.C. §113(a) (13)-2. 
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Service rulings, when property is distributed in kind pro rata to the part- 
ners, the basis “properly allocable” to the property is that proportion of 
the basis of the distributee’s interest in the partnership which the value of 
all of the assets withdrawn bears to the value of all partnership assets im- 
mediately preceding the distribution.*° 

Assume under this rule that A and B are equal partners of a partnership 
owning the following assets: Blackacre, with a basis and value of $100,- 
000; Whiteacre, with a basis of $10,000 and value of $100,000, and cash 
of $100,000. Each partner has a basis for his interest in the partnership of 
$105,000. A receives Whitacre and B, Blackacre, as current distributions. 
Under the rule of present law, each partner’s basis for the property cur- 
rently distributed to him would be $70,000, or two-thirds of $105,000. It 
is obvious from the foregoing example that the basis of a particular item of 
property in the hands of a partner will bear no relation to its former basis 
in the hands of the partnership. Thus, the gain or loss to an individual 
partner on the sale of the property after distribution might differ greatly 
from that which would be realized if it were sold by the partnership. This 
approach permits the partnership to boost the basis of any assets which 
have greatly appreciated in value by disposing of them to the partners by 
way of current distributions. In view of the tax manipulation inherent in 
the present rule, a new approach for the treatment of current distributions 
was sought in the Draft. 


B. SuBSTITUTED-BaAsiIs APPROACH 


The first approach considered with respect to current distributions was 
an implementation of the aggregate theory and utilized a substituted basis 
approach. Current distributions were regarded as an exchange between 
the distributees of their respective interests in the properties distributed 
under which gain was not recognized, i.¢., a constructive, pro rata distribu- 
tion of all the properties distributed, followed by an exchange between the 
partners to bring about the result obtaining after the distribution. The 
basis of any currently distributed property in the hands of the distributee 
would be equal to his own basis for his interest in that property, plus a 
substituted basis equal to the basis of his interest in the properties (includ- 
ing money) currently distributed to the other distributees, less his interest 
in any cash received by him. Or expressed in broader terms, the total basis 
of all of the property received by a partner as a current distribution would 
be equal to the distributee’s pro rata interest in all the money and the basis 
of all the property currently distributed by the partnership during that 
period less the amount of money received by him. 


85 G.C.M, 20251, 1938-2 Cum. But. 169, 
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If partnership AB distributes currently to 50 per cent partner A $2,000 
in cash plus Blackacre, which had a basis of $1,000 in the hands of the 
partnership and a value of $2,000, and to 50 per cent partner B $3,000 in 
cash and Whiteacre, with a partnership basis of $4,000 and a value of 
$1,000, the basis of the properties in the hands of the distributees would 
be determined as follows: A’s basis for Blackacre would equal $3,000 (or 
$1,500 basis of his own half interest in property received by him, plus 
$3,500 substituted basis equal to 4’s basis of his interest in the property 
distributed to B, less $2,000 cash received by A). B’s basis for Whiteacre 
would equal $2,000 (or $3,500 basis of his own half interest in property 
received by him, plus $1,500 substituted basis equal to B’s basis for his 
interest in the property distributed to 4, less $3,000 cash received by B). 
Or the partners’ bases for the distributed property could be determined by 
A’s subtracting from $5,000 (his interest in the $10,000 basis of all dis- 
tributed property) the $2,000 cash received by him, and by B’s subtracting 
from $5,000 the $3,000 cash distributed to him. Upon a sale of the prop- 
erties distributed each partner will recognize a $1,000 loss. These results 
are the same as if the partnership had first sold the properties. The partner- 
ship, upon sale of Blackacre, would have a gain of $1,000 and upon sale 
of Whiteacre a loss of $3,000. Combining the results of these two sales, 
there would be a $2,000 partnership net loss and an individual loss of 
$1,000 to each partner. 

Although the substituted-basis approach has the advantage of producing 
on the partners’ level the same amount of gain or loss the partners would 
have recognized had the partnership first sold the distributed properties, its 
many disadvantages finally led to its rejection. In the first place, it per- 
mitted the transfer of bases from high-basis, low-value capital assets to 
low-basis, high-value non-capital assets. If in the above illustration Black- 
acre were a non-capital asset, the substitution of basis would have resulted 
in the loss of $1,000 of potential ordinary gain. Moreover, gain would 
have to be recognized whenever cash was received that exceeded the basis 
of the distributee’s interest in all the partnership properties currently dis- 
tributed. Likewise, loss would have to be recognized where only cash was 
received which was less in amount than the distributee’s interest in the 
aggregate basis in all properties and money currently distributed. Further- 
more, a substituted basis rule does not seem adaptable to a situation where 
the distribution does not include all the partners. Finally, the implementa- 
tion of the substituted basis theory was rejected because it was thought to 
be entirely too complex. 
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C. Drart—Carry-Over-Basis APPROACH 


The second suggested approach utilized the techniques of a carry-over- 
of-basis approach adopted by the Draft for the case of contributed property. 
The basis of the property in the hands of the distributee remains the same 
as its basis in the hands of the partnership with no gain or loss being recog- 
nized on the current distribution. This technique has the advantage of 
certainty and simplicity. Under it the same over-all amount and the same 
character of gain or loss would be realized whether the property were sold 
first by the partnership or later by the partners. Moreover, because the 
basis of distributed property carries over to the distributee, the aggregate 
partnership basis is reduced by the bases of the distributed assets in the 
hands of the distributees. Thus, under the Draft’s rule for determining 
the basis of an interest in the partnership, the partners’ respective interests 
in the partnership are automatically reduced, making a separate computa- 
tion reducing that basis unnecessary. But under a carry-over of basis, a 
different allocation of gain or loss among the partners would be brought 
about. If A and B each receive currently property worth $100, but A’s 
property has a carry-over basis of $50 while B’s has a carry-over basis of 
$150, upon a sale by the partners A would realize a gain of $50 and Ba 
loss of $50. On the other hand, if the partnership had first sold the prop- 
erty, no gain or loss would have resulted. 

It was felt, however, despite the possibility of shifting potential gains 
and losses among the partners under a carry-over-of-basis rule, that the 
partners, each looking out for his own interest, could be depended upon to 
eliminate possible tax inequities among themselves. They would either 
equalize the bases to each partner of distributed property or would arrange 
to compensate a partner taking disproportionately low-basis property at a 
potential tax disadvantage. 

Because of its simplicity of operation and because its inequities, usually 
involving small amounts, can be readily overcome by arrangement among 
the partners, the carry-over-basis approach is adopted in the Draft as the 
rule for current distributions, although as discussed later a substituted- 
basis rule is adopted for distributions in dissolution. 


VII. TRANSACTIONS BETWEEN A PARTNER AND A PARTNERSHIP 


The present Code contains no provisions governing transactions such 
as sales or the performance of services between a partnership and a partner 
who is not acting in his capacity as a partner. Judicial decisions on the 
subject have reached inconsistent results. It has been held, for example, 
that to the extent of his interest in the partnership a partner who pays com- 
missions to his partnership for the purchase of securities for his individual 
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account shall not be taxable on his distributive share of partnership income 
attributable to that transaction.** Decisions such as this represent an aggre- 
gate approach to the problem. Under such an approach no income, gain, 
or loss would result to the partnership or to the partner involved in the 
transaction to the extent that the partner is, in effect, dealing with himself. 

For example, if partner 4, who was an equal partner in partnership 
ABC, paid the partnership $120 in commissions and if $45 of that amount 
was attributable to transfer taxes and other expenses incurred by the part- 
nership, the amount considered to have been paid as commission to the 
partnership would be $95. The sum would consist of the following com- 
ponents : $45 as reimbursement to the partnership for its expenses, plus 
two-thirds of the balance of $75, or $50, representing a profit of $25 each 
to partners B and C. Partner A would be treated as not having realized a 
profit on a transaction with himself. Instead, the extra $25 given by A 
to the partnership would be treated as a contribution by him and would 
increase the basis of his interest. Only the $95 considered as received by 
the partnership for services is added to the basis of the stock purchased 
by A. 

Other decisions have taken an entity approach to the problem. In other 
words, when a partner not acting in his capacity as such engages in a trans- 
action with the partnership, he will be treated taxwise as an outside party 
and not as a person dealing with himself to the extent of his partnership 
interest. Thus, it has been held that a partner who purchased property 
through the agency of his partnership, which represented the seller, was 
nevertheless taxable on his distributive share of the commissions paid by 
the seller to the partnership; he could not have his distributive share as a 
partner of that commission treated as a refund on his purchase price.*” 
Another case, following the entity approach, held that where one of the 
partners in an oil well venture drilled wells for the firm, he would realize 
the same profit for his services as though he were an outside party, even 
though as a partner he in effect paid part of this sum to himself.** 

The entity approach which treats a partner as though he were an outsider 
dealing with the partnership is, of course, much simpler in operation than 
the aggregate approach. It does not require the division of any gain or 
loss into two parts, one of which should be recognized to the partners other 
than the one involved in the transaction, and another which should be 
handled as a contribution by the partner to the partnership or a current 
distribution from the partnership to the partner. 

86 Benjamin v. Hoey, 139 F.2d 945 (2d Cir. 1944). 


87 Harvey M. Toy, P-H B.T.A. Mem. Dec. {[42252. 
88 Wegener v. Comm’r, 119 F.2d 49 (Sth Cir. 1941). 
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In most situations the net results under either approach are the same. 
Assume that A, a 25 per cent partner, pays his partnership $100 to perform 
certain services in connection with another business in which he is engaged. 
Under the entity approach A would derive income of $25 from this pay- 
ment as part of his distributive share of partnership income. He would, 
however, be permitted a business deduction of $100 in connection with the 
payment. Under the aggregate approach the partnership would receive a 
gain of $75, credited entirely to the partners other than A. However, A’s 
business deduction would be only $75 so that his net tax result is the same 
under both approaches. The additional $25 received by the partnership 
from him would be treated as a contribution of capital. 

Comparable results are achieved under both approaches in the case of 
a sale of property. Suppose 25 per cent partner, 4, purchases property with 
a basis of $100 from the partnership for $200. Under the aggregate ap- 
proach the partnership gain would be only $75, attributable to the partners 
other than A. A would be treated as having made a contribution to the 
partnership of $50 (one-fourth of $200) and as having received a distribu- 
tion of an undivided fourth of the property at a carry-over basis of $25. 
His total basis for the property would be $175, so that if he immediately 
sold it for its value he would realize an additional gain of $25. Under the 
entity approach the sale of the property would result in a partnership gain 
of $100, of which $25 would be attributable to 4. A’s basis for the property 
would be the full amount of the purchase price, or $200. If the property 
were immediately sold, there would be no additional gain realized. 

As the illustration discloses, the essential difference between the two 
approaches is one of timing. In addition, where the transfer of section 
117(j) assets are concerned, if there is a gain realized, the entity approach 
would be more advantageous tax wise in that it would yield a larger basis 
to be depreciated as an offset against ordinary income at the expense only 
of a similarly larger capital gain. Where a loss is realized, however, there 
would be no difference. In situations where services are performed by the 
partnership for the partner and the cost of these may not be taken as a 
business deduction, the aggregate approach might yield better results tax- 
wise as far as the partner is concerned, since there would be no income to 
him. Where the partner performs services for the partnership, their cost 
would presumably be available as a business deduction and so the only 
difference between the two approaches would be a matter of timing. 

Since these differences were small, the results under both approaches 
were similar enough to warrant the adoption of the entity approach be- 
cause of its ease in administration. In addition, the adoption of the aggre- 
gate approach with its complex rule, recognizing gain or loss to some part- 
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ners but not to others and necessitating special treatment for distributions 
and contributions, would require exceptions to the sections on distributions 
and contributions and would render the Draft far more complicated than 
it is. Consequently the entity approach was adopted. 

A partner is, however, prevented from taking a deduction for losses in 
transactions with a partnership of which he controls more than a 50 per 
cent interest. This is designed to eliminate sales made for the purpose of 
realizing losses without a partner’s actually giving up economic control of 
the property. This solution is patterned after section 24(b) which dis- 
allows losses in transactions between persons in certain relationships. In 
the corporate area, for example, losses are disallowed in transactions be- 
tween a cororpation and a stockholder who owns, directly or indirectly, 
more than 50 per cent of the outstanding stock of the corporation. The 
Draft accomplishes essentially the same result in the partnership area and 
applies the same rules for constructive ownership of a partnership interest 
as those used in Code section 24(b). 

In addition, the Draft provides special rules for the treatment of sales 
of depreciable or depletable property at a gain by a partner to a partnership 
in which his interest is 80 per cent or more. If stepping up the basis of the 
property at the expense only of a capital gain tax were permitted on such 
a sale, an increased allowance offset against ordinary income would be ob- 
tained. The selling partner would thereby obtain a considerable tax ad- 
vantage if his share of the partnership’s depreciation or depletion allowance 
were such that the ordinary income tax saved over the life of the asset as 
a result of the deduction would be greater than the amount of capital gain 
tax paid by him. This general problem is recognized by Code section 
117(0), which characterizes the gain on a sale of depreciable property 
between a shareholder and his 80 per cent controlled corporation or between 
spouses as ordinary income. No provision is made in the Code, however, 
for sales between partners and partnerships. But in the case of a partner- 
ship the tax avoidance possibilities are perhaps greater since the seller’s 
distributive share of the increased allowances may be personally used by 
him as an offset against his own ordinary income. 

The suggested solution, however, rejects the ordinary gain technique of 
section 117(0). Taxing the selling partner’s gain as ordinary income all 
in one year might catapult a low-bracket selling partner into a very high 
bracket, and might require him to pay more tax than he would have saved 
had he been able to obtain an increased depreciation or depletion deduction 
at the expense of a capital gain tax. Indeed, it was felt that only where the 
depreciable property is short-lived does the possibility of tax advantage in 
the payment of a capital gain tax in exchange for the depreciation deduc- 
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tion make the sale attractive. Thus the Draft provides that where the seller 
owns, directly or indirectly, an 80 per cent or more interest in the partner- 
ship, no gain shall be recognized on the sale of depreciable property with 
a useful life of less than five years, but that the basis of the property in 
the hands of the seller must carry over to the partnership. The receipt of 
property by the partnership is thus treated as a contribution and the receipt 
of selling price by the partner as a current distribution. 


VIII. TRANSFER OF A PARTNER’S INTEREST BY SALE OR DEATH 


Two areas of difficulty were encountered in dealing with transfers of 
partnership interests. The first involved problems of basis. When a part- 
nership interest is sold, how is the purchaser to obtain the benefit of his 
cost? In the case of a transfer by death, how is the policy of Code section 
113(a)(5) to be implemented? Should the value of the acquired interest 
be reflected only in the basis of the transferee’s acquired interest, or should 
adjustments to the bases of firm assets also be made? The second problem 
dealt with the treatment of the transferor’s gain or loss on the sale or ex- 
change of a partnership interest. Is the transferor to be treated as if he 
had sold a capital asset, or is his gain or loss to be divided into ordinary 
and capital gain or loss, depending on the character of the firm’s assets? 
The answers to these problems basically depend upon whether it is appro- 
priate to treat the partnership, for the purpose of these transactions, as a 
distinct entity apart from the partners or as an aggregate of individuals, 
each owning an undivided interest in the partnership properties. The choice 
of theory can be made only after an examination of the practical results 
stemming from the implementation of each approach. 


A. SALE OF AN INTEREST IN THE PARTNERSHIP 
1. Basis of the New Partner 
(a) Entity approach 


The entity theory is apparently the theory adopted under present law to 
govern the treatment of a new partner. Under this concept, if a partnership 
interest is sold at a gain, the basis of the transferee’s partnership interest 
is equal to his cost, but the bases of the properties in the hands of the 
partnership remain unchanged. If after the sale of a partnership interest 
the firm assets are later sold, their basis is their original cost, and the trans- 
feree partner must pay tax on the distributive share of any resulting part- 
nership gain. Thus, the transferee purchaser does not get his cost assigned 
to his interest in the firm’s assets for the purpose of computing his dis- 
tributive share of partnership profits. This income tax following the sale 
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of a partnership interest may merely duplicate the tax paid by the trans- 
feror on the gain recognized to him. While under the entity theory the 
value at the time of transfer is thus not reflected in the basis of the trans- 
feree’s interest in the firm assets, it is, however, reflected in the transferee’s 
basis for his partnership interest. Therefore, when the transferee disposes 
of that interest, any gain (or loss) recognized to him during the current 
operation of the partnership on account of any pre-transfer increase or 
decrease in value of firm assets will be offset by a compensating loss (or 
gain). But as noted in the section dealing with the entity approach as 
applied to contributed property, this offsetting loss or gain at the time of 
severance from the partnership might not always be an adequate offset. 

Assume partnership 4B owns $100 in cash and an asset with a basis of 
$40 and a value of $100. B’s basis for his partnership interest is $70, and 
he sells this interest to C for $100, paying tax on a gain of $30. C’s basis 
for his partnership interest equals his cost or $100. The partnership now 
sells the asset for $100. Since under the entity theory the basis of the assets 
in the hands of the partnership is unaffected by the transfer, the partnership 
gain is $60, $30 of which is allocated to partner C. C’s basis for his part- 
nership interest then becomes $130. If the partnership were then to dis- 
solve, distributing $100 to C, C would recognize a loss of $30 which loss 
would offset, and perhaps compensate for, the $30 distributive share of 
gain recognized by C when the partnership sold the asset. 


(b) Aggregate approach 


Under the aggregate co-ownership concept of a partnership each partner 
owns an undivided interest in the firm’s assets. Therefore, when a part- 
ner’s undivided interest in these assets is sold, the basis of the purchased 
undivided interests in the hands of the transferee will be equal to their cost 
to him. The respective bases of the undivided interests of the old partners 
remain of course unchanged, so that under the aggregate theory only the 
transferee obtains the benefit of a stepped-up basis (or the detriment of a 
stepped-down basis). The example previously given can illustrate the 
operation of the co-ownership approach. When B sells his interest in the 
partnership to C for $100, he sells to C an undivided one-half interest in 
the $100 cash and an undivided one-half interest in the asset. C in effect 
has paid $50 for his one-half interest in the cash and $50 for his one-half 
interest in the asset. Thus, his basis for his interest in the asset is $50, 
while A’s basis for his interest in the asset remains $20. If the asset is 
sold for $100, only $30 gain will be recognized and this gain will be allo- 
cated only to A. In other words, when B’s interest in the partnership was 
transferred to C, the basis of the partnership asset was increased by $30, 
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an amount equal to the gain recognized to the transferor B, but this in- 
crease in basis was exclusively attributable to the transferee C for the pur- 
pose of determining his gain on the sale of the asset. 

Under the aggregate approach, therefore, there is no possibility of im- 
posing two taxes on the same gain. And it is not necessary for the trans- 
feree to await the termination of the partnership, or his retirement, or the 
sale of his partnership interest in order to obtain the benefit of his stepped- 
up basis. But the implementation of this approach requires valuation of 
all of the partnership’s assets and may be unfeasible in cases where trans- 
fers of partnership interests are frequent and partnership assets many. 


(c) Draft—aggregate approach with entity election 


(i) Standard rule. After consideration of both approaches, the Policy 
and Advisory Committees and all groups consulted were of the opinion 
that the aggregate approach should be the standard rule governing the 
basis adjustments to be made in the case of transfers of partnership in- 
terests. It was their feeling that in the case of most partnerships where 
assets are relatively few and sales of partnership interests a rarity, the 
advantages resulting from making adjustments in the bases of the assets 
outweighed any attendant administrative difficulties. As a result of the 
special basis adjustment with respect to partnership assets credited to the 
incoming partner, the transferee will have his yearly distributive share of 
partnership gain, loss, depreciation, or cost depletion accurately reflect his 
investment. : 

In order to make the adjustments in basis required by the aggregate 
theory, the existing bases of the partnership assets would have to be either 
increased or decreased. How to allocate the aggregate increase or decrease 
to be made to the basis of each individual partnership asset creates a difficult 
problem in the application of the aggregate concept. Allocation could be 
made in proportion to the respective bases of the partnership assets or in 
accordance with their respective values. Both of these methods, however, 
may, in some situations produce distortion, since neither will close the gap 
between the bases and the actual values of the individual partnership prop- 
erties. A partnership’s assets, when considered in the aggregate, may have 
appreciated considerably in value, and the selling partner may have realized 
a gain. In such a case the basis of the partnership’s assets would have to be 
increased. Despite the over-all increase in value of the partnership’s assets, 
however, some may have declined in value. 

Under each of the two methods of allocation mentioned above, the bases 
of all of the assets would be increased to some extent and the gap between 
the bases and the values of those assets which had depreciated in value 








= 


——_— Sl” 6h Or 


we 








1954] FEDERAL INCOME TAX TREATMENT OF PARTNERSHIPS 143 


might, therefore, be widened. It was felt that the aggregate adjustment, 
whether positive or negative, might be allocated to the bases of the partner- 
ship properties so as to decrease proportionately any differences between 
bases and values. Under such an allocation rule, in the hypothetical posed, 
where a positive aggregate adjustment is involved, the bases of those assets 
whose bases exceeded their values would not be adjusted, while the bases 
of the assets whose values had increased would be increased, the aggregate 
adjustment being allocated to those assets in proportion to the respective 
differences between the bases and the values of each. However, to ensure 
flexibility, the Draft leaves the allocation method to the Regulations. 

It is to be noted that the special rule applicable to jointly-held contribu- 
ted property makes these adjustments fully effective even in cases where 
the sale of a partnership interest is considered to work a dissolution of the 
partnership. If, following a sale, a technical dissolution had resulted in the 
distribution in kind of undivided interests in all firm assets, the transferee 
would receive his undivided interests at the stepped-up basis accorded him. 
But under the standard transference-of-basis rule, on recontribution of 
those undivided interests to the new partnership, the new partnership would 
take the assets at a basis which is the sum of all the contributors’ bases for 
their undivided interests, including the high basis of the purchaser and 
the low basis of the other partners. Thereafter, all the partners would 
share in this basis in the determination of depreciation, depletion, gain, or 
loss in proportion to their respective partnership interests. 

Thus, in the example given previously, if after C’s purchase a technical 
dissolution of the partnership resulted, A would receive his undivided one- 
half interest in the asset at a basis of $20 and C his interest at a basis of 
$50. But upon recontribution of those undivided interests, if the standard 
rule applied, there would be a shift of basis so that the bases of both A and 
C in the asset would be $35, and on its sale by the partnership for $100, 
each would be taxed on $15. Thus the transferee would have lost one-half 
of the benefit of his stepped-up basis. However, the exception made to the 
standard shift-of-basis rule in the case of jointly-held contributed property 
prevents this occurring, for under that rule the basis of each partner’s 
former undivided interest is preserved as the basis for his undivided inter- 
est in the asset as a partner. Since following a technical dissolution A and 
C will hold the asset jointly, on recontribution A’s basis for his undivided 
interest in the asset will remain $20 and C’s basis $50. 

It should also be noted that in the case of jointly-held contributed prop- 
erty, the partnership agreement could provide that there be no preservation 
of basis but that the standard shift-of-basis rule apply. So also, in the case 
of a transfer when the partnership feels the accounting required by the 
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special allocation of basis to the transferee is too complex, the partnership 
agreement may provide that the basis adjustments ordinarily attributable 
only to the transferee may be shared in by all the partners. Under such an 
agreement the basis of the asset in the hands of the partnership would still 
be increased to $70, but upon its sale for $100 the $30 gain will be allocated 
between both A and C rather than just to A above. 

(ii) Elective rule. While it was felt that adjustments to the bases of the 
partnership’s assets was the more equitable rule to apply in the case of 
transfers, it was realized that in a large partnership, which owns a rela- 
tively large number of individual assets or in which partners frequently 
come and go, the necessity of adjusting the bases of all the assets every 
time there is a transfer might become so burdensome that despite the indi- 
cated advantages of those individual adjustments the whole procedure 
would prove to be undesirable from the partnership’s point of view. It was 
therefore decided to allow an elective rule whereby the partnership could 
elect to follow the entity rules and not adjust the bases of firm assets. This 
election to have the transferee’s cost or value reflected only in the basis of 
the transferee’s partnership interest was made independent of the election 
to preserve the basis of contributed property. Thus, assume a two member 
partnership, using the eléctive rule with respect to contributed property, to 
which partner A has contributed asset X with a basis of $100 and a value 
of $1,000, and to which partner B has contributed $1,000 cash. Under the 
elective rule, A’s basis for his partnership interest is $100, and B’s basis 
is $1,000. Assume further that A sells his partnership interest to C. The 
partnership may elect to adjust the basis of asset X to $1,000, which 
adjustment will be allocable to C alone, even though the original partner- 
ship had been an elective one with regard to that asset’s contribution. The 
reasons which would lead a partnership to elect not to adjust basis on the 
transfer of an interest have no necessary relation to the motivations under- 
lying an election to preserve the basis of contributed property. In the 
former instance, the desire for ease of administration and accounting pre- 
dominate over the equity obtained under the standard rule. In the latter 
case, the equities obtained under the elective rule outweigh the ease of 
administration obtained under the standard shift-of-basis rule. It was 
therefore felt that a partnership which did not want the basis of contribu- 
ted property to be permanently shared by all the partners but which never- 
theless desired to adjust the bases of firm assets on transfer should be 
allowed to do so. 


2. Character of Gain or Loss Recognized 


When a partnership interest is sold and the amount realized by the trans- 
feror is greater or less than the basis for his interest in the partnership’s 
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assets, the transferor has realized a gain or a loss on account of the appre- 
ciation or depreciation in value of the partnership’s assets. If the entity 
concept of a partnership is adhered to, the partnership interest, being sep- 
arate and distinct from the firm’s assets, could be analogized to a share of 
stock and treated as a capital asset. Any gain or loss on its sale would 
therefore be capital gain or capital loss, even though the gain or loss reflects 
an increase or decrease in value of the partnership’s non-capital assets. 

On the other hand, the aggregate or co-ownership theory would require 
the selling partner to recognize an ordinary gain or loss to the extent of his 
interest in the appreciation or depreciation in value of any partnership 
non-capital assets and a capital gain or loss on account of his share in the 
increase or decrease in value of any partnership capital assets. 

The entity theory is, by and large, the approach taken by present law.*® 
At first the Draft rejected this approach and adopted the fragmentation 
rules required by the aggregate concept. Upon the sale of any partnership 
interest, the seller’s gain or loss would be divided into ordinary and capital 
gain or loss. In essence, the transferor would be treated as if he had re- 
ceived his distributive share of the ordinary gain or loss that would have 
resulted if the partnership, just before the transfer, had sold for value all 
of its assets. This initial position was take for several reasons. 

In the first place, since the standard rule allowed the bases of the part- 
nership’s non-capital assets to be adjusted to reflect the value of the selling 
partner’s interest in those properties, whenever there was a transfer of a 
partnership interest, the Government would be deprived of potential ordi- 
nary gain if the gain to the selling partner attributable to his share in the 
appreciation in value of the partnership’s non-capital assets was not taxed 
at ordinary rates. This failure to subject to ordinary tax the appreciation 
in value of the partnership non-capital assets was thought sufficient reason 
to adopt the fragmentation rule. It must be noted that under present law 
the purchaser is not enabled to reflect his cost in the bases of the partner- 
ship assets. But even under present law, where a transfer of a partnership 
interest is thus not a prelude for a direct step-up in basis of partnership 
appreciated inventory, the “collapsible partnership” device of obtaining the 
step-up in basis by dissolving the partnership after the sale is fast replacing 
the “collapsible corporation” (now somewhat circumscribed by Code sec- 
tion 117(m) ) asa means for converting ordinary income into capital gain. 
A rule treating the sale of a partnership interest as a sale by the partner of 
his undivided interest in each of the assets of the partnership would pre- 
vent “collapsible partnerships.” Moreover, this fragmentation treatment 

89 G.C.M. 26379, 1950-1 Cum. Butt. 58, revoking G.C.M. 10092, XI-1 Cum. Butt. 


114 (1932). See Swiren v. Comm’r, 183 F.2d 656 (7th Cir. 1950), cert. denied, 340 U.S. 
912 (1951). Compare Helvering v. Smith, 90 F.2d 590 (2d Cir. 1937). 
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would equate the tax treatment of a sale of assets by the partnership, 
followed by liquidation, to the sale of partnership interests, followed by a 
sale of assets by the new partners. 

Upon further consideration, however, it was decided that the cure 
adopted was too drastic for the evil sought to be remedied. The basic 
justification for the fragmentation rule would be the prevention of the 
conversion of ordinary income into capital gain. But where the apprecia- 
tion in value of the partnership’s inventory was not significant, it was 
questioned whether this conversion was serious enough to warrant the 
administrative difficulties inherent in the adoption of a fragmentation ap- 
proach. In the corporate area, for similar reasons, the decision had been 
reached to limit fragmentation to cases where the corporation’s non-capital 
assets had increased or decreased significantly in value. Why should not a 
similar test be adopted with respect to partnerships? Indeed, why not such 
a test with respect to sole proprietorships also? Since it was believed that 
in the vast majority of cases the amount of inventory appreciation is not 
significant and that the gain to the revenues from fragmentation would 
therefore be small, it was decided to avoid the valuation problems of allo- 
cation and in those cases to regard the sale of a partnership interest as a 
and capital assets. 

As a parallel to this adoption of the entity theory where the non-capital 
assets of the partnership had not increased or decreased significantly in 
value, it was also decided to depart from the fragmentation rule of Wil- 
liams v. McGowan *° and to treat the gain or loss on the sale of a sole 
proprietorship as capital gain or loss when the non-capital assets of the 
business have not appreciated or depreciated significantly in value. Where 
a significant increase or decrease in value is present, however, the trans- 
feror will recognize the ordinary and capital gain or loss attributable to his 
share in the increase or decrease in value of the partnership’s non-capital 
and capital assets. 

In determining what should be the test of significant increase or de- 
crease in value of non-capital assets, the attempt was made to exclude from 
its purview cases of normal inventory fluctuation. Accordingly, a two- 
pronged test was devised. To be regarded as significant, the aggregate 
increase or decrease in value of the partnership’s non-capital assets must 
exceed 20 per cent of the aggregate basis of those assets and, in addition, 
must exceed 10 per cent of the total value of all of the partnership’s assets 
less its liabilities. That is, the asset must change significantly per se, and 
the amount of the change must be significant in relation to the total assets 
of the partnership. Moreover, fragmentation is required only where the 


40 152 F.2d 570 (2d Cir. 1945). 
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transferor owns at least a 10 per cent interest in the aggregate partnership 
property. 

By limiting fragmentation treatment to those sales of interest in sole 
proprietorships, corporations, and partnerships whose non-capital assets 
have increased or decreased in value, and treating all other sales of busi- 
nesses as capital transactions, the Draft still achieves the desirable end of 
equating the tax treatment of sales of businesses generally, whether they 
be proprietorships, partnerships, or close corporations.** At the same time, 
although avoiding the administrative difficulties of fragmentation and 
valuation in cases where that treatment would produce but a slight increase 
in the revenues, it requires, without the uncertainties of a subjective test 
of tax avoidance purposes, ordinary income characterization in those cases 
where abuse would be most likely.** 


B. DEATH OF A PARTNER 
1. Basis of New Partner 


Upon the death of a partner his interest may be transferred to his estate 
or heir, who may continue as a partner in the same capacity as the deceased 
partner. Such a transfer may be regarded as a non-taxable sale. While 
none of the problems respecting the character of the gain or loss to be 
recognized to the transferor exist, the same basis problems considered in 
the case of a purchaser obtain with respect to the estate or heir. Under the 
entity concept, which is the approach by and large of present law, when a 
partner dies his “partnership interest” is valued for estate tax purposes, 
and this valuation is measured by his interest in the then market values of 
the partnership’s assets. Even though those values exceed firm bases, only 
the basis of the decedent’s partnership interest is stepped-up or down to 
value at death. If following the death of a partner firm assets are sold, 
since their basis is not affected by their value at death the estate must pay 
tax on the distributive share of any resulting partnership gain where the 


41 The Draft’s treatment of sales of entire business enterprises is discussed in Cohen, 
Surrey, Tarleau, and Warren, A Proposed Revision of the Federal Income Tax Treatment 
of the Sale of a Business Enterprise—American Law Institute Draft, 54 Cov. L. Rev. 157 
(1954). 

42 Tt should be noted that fragmentation is required even in the case of an elective part- 
nership. Although the partnership, if it later sells its non-capital assets, will incur tax 
on an ordinary gain attributable to the entire pre-transfer appreciation in value of those 
assets, the seller should not escape taxation on his share of the significant appreciation in 
value of the non-capital assets. Despite the election not to adjust basis, the partnership 
could still obtain a step-up in basis by dissolving and forming anew. Property received 
by the transferee would receive a basis equal to that of his partnership interest and would 
be contributed to the partnership at that higher basis. Moreover, the elections provided 
by the Draft are intended to have as little significance as possible on the over-all liabilities 
of each partner. i 
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assets had appreciated in value.** Thus the estate does not immediately 
obtain the benefit of a basis equal to the value on which an estate tax has 
been paid. This income tax, following on the heels of an estate tax, can be 
very serious in cases where there is a wide discrepancy between original 
basis and value at death. In extreme situations the two taxes might exceed 
the amount derived by the estate from a sale following the death of a 
partner. The value of the decedent’s interest in the partnership is, how- 
ever, reflected in the basis of the partnership interest of the estate or heir. 
Upon disposition of that interest, the gap between the basis of the estate’s 
or heir’s interest in the partnership and the basis of his interest in the firm 
assets is then reflected as a capital loss or gain. 

Under the aggregate or co-ownership theory, however, the decedent’s 
undivided interest in firm assets is valued for estate tax purposes, and this 
value immediately becomes the basis for determining the estate’s or heir’s 
depreciation or depletion deduction with respect to these assets and its or 
his basis for determining gain or loss on their sale. 

An heir or estate is, under the Draft, governed by the same rules as is 
the purchaser of an interest in the partnership. Thus, under the standard 
rule, basis adjustments allocable only to the estate or heir are made to the 
bases of the partnership’s assets in order to reflect the value of the dece- 
dent’s interest in those assets. Under the elective rule, on the other hand, 
the entity approach is followed. The value of the deceased partner’s in- 
terest is reflected only in the basis of the successor’s partnership interest. 
The implementation of Code section,113(a)(5) must therefore under the 
elective rule await the time when the successor disposes of his interest in 
the partnership. 


2. Effect of Death of a Partner on Fiscal Year of Partnership 


The present law as to the effect of the death of a partner on the partner- 
ship’s taxable year is in conflict. It was held by the Supreme Court with 
respect to a deceased partner that the death of a partner had the effect of 
dissolving the partnership.** As a result, the final return of the deceased 
partner was required to include both his distributive share of partnership 
income for the partnership year ending within his taxable year and, in 
addition, his share of the partnership income earned during the short year 
terminated by his death. In this way, well over a year’s income may be 
bunched into one taxable year where the partnership is on a fiscal year 
basis. However, this decision has not been followed with respect to the 
surviving partners. 


43 First National Bank of Mobile v. Comm’r, 183 F.2d 172 (5th Cir. 1950). 
44 Guaranty Trust Co. v. Comm’r, 303 U.S. 493 (1938). 
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The strict rule of the Supreme Court was softened by later decisions, 
holding that if there is an agreement for the continuation of the partner- 
ship after the death of a partner, the partnership would be permitted to 
continue with the estate of the deceased partner as a partner and the final 
return of the deceased partner would not require the bunching of income 
in one taxable year.*® On the other hand, the law in at least one federal 
circuit is apparently to the contrary: the Second Circuit Court of Appeals 
has held that with respect to a deceased partner’s final return, a partnership 
agreement may not interfere with the termination of the partnership year.*® 

No strong reason is present to require the partnership’s taxable year to 
be terminated either as to the deceased partner or as to the remaining 
partners. Under the Uniform Partnership Act the death of a partner dis- 
solves the partnership, but this does not cause its termination. As long as 
the partnership activity is continued, the partnership, although now a dif- 
ferent partnership to be sure, is not terminated. A recent Revenue Ruling 
provides that the “returns of a continuing partnership should continue to 
be filed on the basis of the annual accounting period previously established 
by the partnership’’ even though a change in the partnership’s membership 
may have occurred.** The Ruling states only that the returns of surviving 
partners need not be filed until the end of the established accounting period 
and says nothing respecting the decedent’s return. However, this is per- 
haps an indication that the deceased’s estate will be permitted to report the 
deceased’s distributive share of partnership income at the end of the part- 
nership’s accounting period as well. 

The Draft makes the continuation of the partnership activity the test. 
As long as this activity continues after the death or retirement of a partner 
or the entry of a new partner, the partnership’s taxable year remains open, 
except with respect to a partner who ceases to be interested in the partner- 
ship’s profits or, in the case of death, whose estate or heirs derive no such 
interest. Where the decedent’s estate or heir replaces him as a partner, the 
partnership year continues until its normal conclusion, at which time the 
deceased partner’s distributive share of partnership income is recognized 
by the estate or heir. As soon as the estate or heir has ceased to become 
interested in partnership profits, then the partnership year will terminate 


45 Girard Trust Co. v. United States, 182 F.2d 921 (3d Cir. 1950); Comm’r v. Estate 
of Mnookin, 184 F.2d 89 (8th Cir. 1950) ; Estate of Henderson v. Comm’r, 155 F.2d 310 
(5th Cir. 1946) ; Estate of Aaron Lowenstein, 12 T.C. 694 (1949), aff’d sub nom. First 
National Bank of Mobile v. Comm’r, supra note 43. 

46 Darcy v. Comm’r, 66 F.2d 581 (2d Cir. 1933), cert. denied, 290 U.S. 705 (1934) ; 
Comm’r v. Estate of Waldman, 196 F.2d 83 (2d Cir. 1952). 

47 Rev. Rul. 144, 1953 Int. Rev. Buty. No. 16 at 29 (1953). The Internal Revenue 
Service will not require the provisions of Rev. Rul. 144 to be applied with respect to those 
changes of partnership interests which occurred prior to Jan. 1, 1954. 
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as to him and his share of income for the short year will be realized. An 
estate or heir will be considered to be interested in partnership profits, even 
where the partnership agreement provides for the sale of the deceased’s 
capital interest, as long as payments to the estate or heir depend substan- 
tially upon actual or estimated partnership earnings. 


3. Payments to the Estate of a Deceased Partner 


Partnership agreements commonly provide that the estate of a deceased 
partner shall receive payments from the surviving partners for a limited 
period. A great deal of litigation has arisen concerning the tax conse- 
quences of these agreements.** The central issue is to what extent the 
amounts paid to the estate are intended as a purchase of the deceased’s 
capital interest in the partnership and to what extent such amounts are 
properly to be considered a distribution of partnership income to the estate 
in its own capacity as a continuing partner. Under present law the tax 
burden will shift according to the legal effect of the agreement. 

Generally, when a purchase characterization is applied, the estate will 
receive a basis equal to the value of its acquired interest in the partnership. 
To the extent that the purchase payments are equal to the value of that 
interest at the date of the decedent’s death, the estate will incur no tax 
liability on the receipt of those payments.*® The surviving partners will be 
taxed on all items of partnership income accruing to the partnership after 
the decedent’s death (excluding, of course, those items taxed to the dece- 
dent in his final return) and may not exclude in the computation of their 
distributive shares any payments made pursuant to the purchase of the 
decedent’s interest.°° Conversely, where payments to the estate are taxable 
to the estate as the estate-partner’s distributive share of partnership income, 
the survivors may treat the amounts paid as the distributive share of an 
additional partner, thereby reducing their own distributive shares.** The 
estate partner presumably may treat the amounts received as income in 
respect of a decedent. 

Partnership agreements, although variable in detail, fall into three cate- 
gories for tax purposes: 

(a) Agreements which seek to allocate to the estate income earned but 
uncollected prior to the death of the deceased. Frequently these agreements 
provide that the estate’s share of future income shall be computed by 


48 See Note, Death of a Partner, 50 Cot. L. Rev. 658 (1950). 

49 Bulls v. United States, 295 U.S. 247 (1935). 

50 W. Frank Carter, 36 B.T.A. 60 (1937); Bavier C. Miller, 38 B.T.A. 487 (1938); 
Raymond S. Wilkins, 7 T.C. 519 (1946), aff’d, 161 F.2d 830 (1947). 

51 Walter T. Gudeon, 32 B.T.A. 100 (1935); Richard P. Hallowell 2d, 39 B.T.A. 50 
(1939) ; Gussie K. Barth, 35 B.T.A. 546 (1937). 
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means of some convenient formula in order to mitigate the accounting 
burden left to the survivors. Although the deceased’s interest in untaxed 
income items would seem to be taxable to his estate as a distributive share 
of partnership income, and to be treated under section 126 of the present 
Code as income in respect of a decedent, it has been held that substitutional 
payments of a fixed amount give rise to a sale of the deceased’s interest in 
uncollected partnership earnings. Payments received by the estate are thus 
held to be includible in the income of the survivors in spite of the intent 
of the parties. In Raymond S. Wilkins,** for example, where the deceased’s 
estate received payments based upon the amount earned in the two years 
prior to his death, the Court held that the plan adopted by the parties re- 
sulted in a sale of the deceased’s right to uncollected partnership earnings.” 
Payments made to the estate were therefore taxable as income to the sur- 
vivors as part of their distributive shares of the partnership income. 

(b) Agreements which provide that a deceased’s estate shall receive a 
percentage of partnership profits for a limited period after the partner’s 
death, no reference being made to prior earnings or to the tangible or 
intangible assets of the partnership. Often such payments are in the nature 
of mutual insurance.* Viewing the estate as a quasi-partner, some courts 
have held that payments received are taxable as income to the estate and 
may be excluded by the survivors.®** Query whether the same result would 
be reached under such an arrangement where the only assets of the partner- 
ship at the date of the decedent’s death were tangible physical properties ? 

(c) Agreements which clearly provide that the estate shall receive a 
fixed sum or a percentage of future profits in liquidation of the deceased’s 
capital interest in tangible or intangible partnership assets. Here it is 
apparent that amounts received by the estate are taxable as income to the 
survivors and non-taxable to the estate if they do not exceed the value of 
that interest at the time of the decedent’s death. 

The Draft attempts to resolve the uncertainties of present law by clearly 
defining when payments are to be taxable as income to the estate and when 
they are to be treated as purchase payments by the surviving partners. 
Payments made to the estate of a deceased partner are generally intended 
to be drawn from partnership income, and for this reason such payments 
should usually be treated as taxable income to the estate, whatever the 


52 Raymond S. Wilkins, 7 T.C. (1946), aff'd, 161 F.2d 830 (1947). 

58 Ibid. See also W. Frank Carter, 36 B.T.A. 60 (1937). 

54 Charles F. Coates, 7 T.C. 125 (1946) (here separate payments were required to be 
made in liquidation of the decedent’s capital account). 

55 See cases cited supra note 51. 

56 E.g., H. Lewis Brown, 1 T.C. 760 (1943), aff’d, 141 F.2d 307 (2d Cir. 1944) ; Pope v. 
Comm’r, 39 F.2d 420 (1st Cir. 1930). 
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language of the agreement. Whether the estate is a quasi-partner or the 
recipient of a determinable amount in lieu of income earned prior to the 
deceased’s death, such payments should be excluded by the surviving part- 
ners from their own income. Under the Draft, therefore, except for cer- 
tain specified exceptions, any amounts to which the estate becomes entitled 
shall be treated as a distributive share of partnership profits. Because these 
amounts are treated as a distributive share of partnership income going to 
the estate, the remaining partners will be able to reduce their distributive 
shares by the amount of the payments, thus overruling in part the Wilkins 
case.” Furthermore, the proposed treatment obviates present uncertainty 
concerning the scope of “income in respect of a decedent.” The Draft pro- 
vides that where the payments are thus treated as a distributive share tax- 
able to the estate, the payments should be treated as income in respect of a 
decedent so as to make available to the estate a deduction for the estate tax 
paid on the estimated value of the payments at the decedent’s death. 

Three exceptions are made to the general Draft rule in order to exclude 
from its purview payments which are for the decedent’s interest in the 
tangible assets of the partnership. Payments falling within these excep- 
tions are treated as capital expenditures by the surviving partners and are 
not excludible by them in computing their distributive shares. If the part- 
nership has capital assets or stock in trade with an unadjusted basis in 
excess of zero at the time of the decedent’s death, any payments made to 
the decedent’s estate must be allocated in part to the decedent’s interest in 
these assets, and cannot be excluded from the computation of the survi- 
vors’ distributive shares of partnership income. Such payments may, as 
well, be allocated to the decedent’s interest in stock in trade with a zero 
basis. At the same time, these payments would not be income in respect of 
the decedent. It may be seen that if such payments were taxable entirely 
to the estate, the policy of section 113(a) (5) would be circumvented and 
the survivors would be enabled to exclude from their own income what is 
in effect the purchase price of the deceased’s interest in partnership assets. 
Conversely, allocation between purchase price and share of income need 
not be made in respect to partnership assets with a zero unadjusted basis, 
e.g., zero-basis cattle, since such assets are generally deemed to be income 
items rather than capital assets. This provision would overrule that part 
of the Wilkins case, discussed above, holding that the survivors must be 
deemed to have purchased the deceased’s right to uncollected partnership 
income. 

If the dollar amount to be paid to the estate is specified in the part- 
nership agreement and bears no substantial relation to future earnings, 


57 Note 52 supra. 
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estimated or actual, a purchase of the deceased’s capital interest will be 
presumed to have been intended. While agreements of this kind are not 
often made, this provision serves in part to underscore the all-inclusive 
nature of the general rule. Even though fixed and determinable at the 
time of the deceased’s death, the amounts received will not fall within this 
exception but will be taxable as income to the estate as long as such amounts 
bear a substantial relation to estimated or actual future earnings. 

Finally, if the partners clearly indicate their intention to treat payments 
received by the estate as equal to the purchase price of the deceased’s 
capital interest, this intention will be given effect as long as the amounts 
paid bear a reasonable relation to the value of the tangible assets and the 
good will of the partnership. Purchase payments may retain their character 
as such even though based upon future partnership earnings. 

Under the Draft the estate of a deceased partner is treated as a partner 
to the extent of any interest in the partnership business derived from the 
deceased. This makes applicable to the estate all Draft provisions dealing 
with partnerships and partners. The Draft also provides that an heir, 
legatee, or designee of a deceased partner shall be treated in the same 
manner as the estate of a deceased partner. The word “designee’’ is in- 
tended to cover persons not technically regarded as heirs or legatees, for 
example, those who by contract take on the death of the deceased. 


IX. DissoLUTIONS AND RETIREMENTS 


The various possible treatments of distributions made pursuant to 
dissolutions of partnerships or retirements of partners are as numerous, 
and the choice between them is as difficult, as in the case of contributed 
property. 

Under an entity concept the retirement or dissolution distribution would 
be viewed as an exchange of a partnership interest for the property and 
money distributed. Any difference between the amount realized and the 
distributee’s basis for his relinquished partnership interest could be treated 
as gain or loss immediately recognized to the distributee. On the other 
hand, the distribution under the entity concept could be treated as an ex- 
change of properties of like kind, with gain postponed by giving the prop- 
erty received a substituted basis equal to the basis of the distributee’s 
partnership interest. Loss could also be postponed by substituting basis. 
In the case of a retirement the entity theory would not result in a realiza- 
tion of gain or loss by the partnership on the exchange of partnership 
property for the distributee’s partnership interest. Since no gain or loss is 
realized by a corporation on a distribution in a stock redemption of its 
appreciated or depreciated properties, by analogy, no gain or loss should be 
realized by a partnership entity on a partner’s retirement. 
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If the partnership were viewed as an aggregate of co-owners of undi- 
vided interests in partnership properties, a retirement or dissolution would 
be considered an exchange of the distributee’s undivided interest in the 
properties not distributed to him in return for the other partners’ undi- 
vided interests in the properties distributed to him. The exchange could 
then be fully taxable with all the partners realizing and recognizing gain 
or loss to the extent of any difference between the value of the interests 
received and the basis of the interests transferred. If, however, the ex- 
change is to be treated as non-taxable, several alternatives are available. 
Non-recognition could be extended to the exchange of undivided interest 
for undivided interests, whether an interest in capital assets be exchanged 
for an interest in inventories or an interest in a capital asset, with gain 
being recognized only to the extent of the receipt of an interest in cash or 
only to the extent that the interest in cash received exceeded the basis of 
the interest transferred. Loss on the exchange of undivided interests could 
be immediately recognized or could also be postponed by substituting basis. 
Another possibility could be to apply non-recognition and substitution of 
basis only to the extent of the exchange of undivided interests in property 
of the same character. Finally, complete non-recognition and postponement 
of gain or loss on the exchange of undivided interests could be achieved 
by the acquired interest receiving a basis equal to its basis in the hands of 
the transferor. 

In determining which solution to apply in retirement or dissolution 
distributions, the Policy Committee sought to achieve several major objec- 
tives. In the first place, it was considered highly desirable to avoid taxing 
distributees on any gain realized on a distribution consisting mostly of 
properties other than money. Throughout the corporate and partnership 
areas the effort was consistently made to prevent recognition and taxation 
of gain from discouraging changes in the form of business enterprise. 
The time of the sale of the property received and not the time of its 
receipt was thought to be the appropriate moment for imposition of tax. 
A second major policy was the desire to prevent retirements and disso- 
lutions from being used as a device to convert significant amounts of 
potential ordinary income into potential capital gain. Among other ends 
sought was a consistent scheme of taxing all dispositions of businesses, i.¢., 
similarity in the tax consequences flowing from the sale of a proprietor- 
ship, close corporation, or partnership, whether by direct sale of interests, 
dissolution and sale of assets, or sale of assets followed by dissolution. It 
was also thought desirable to avoid in the case of a retirement the duplica- 
tion, when the remaining partnership assets are sold by the partnership, of 
any gain or loss previously recognized by the distributee. Finally, there 
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was the desirability of consistency with the goals sought in the other areas 
of the partnership draft, such as the adjustments in the basis of partner- 
ship assets afforded to a new partner on the purchase or inheritance of a 
partner’s interest, or the compensating gain or loss on liquidation pre- 
viously referred to where the entity theory was elected for contributed 
property, and providing for basis adjustments solely in the partners’ basis 
on the sale of a partnership interest. 

Achievement of all these ends presented formidable obstacles to the 
development of a theoretically consistent set of rules. Often the implemen- 
tation of one policy was inconsistent with that of another. As a result, the 
solutions finally adopted are not perfectly consistent either with an aggre- 
gate or an entity theory. Rather, they present a pragmatic set of rules 
designed to achieve to the extent possible the policies enumerated above. 
In analyzing the proposals, however, use of those labels will nevertheless 
be helpful. 


A. DIssoLUTIONS 
1. Entity Approach 


Under the entity theory, which generally considers the partnership and 
the partnership interest as akin to a corporation and a share of stock, a 
distribution in dissolution is an exchange of a partnership interest for 
partnership property wherein the distributee but not the partnership real- 
izes gain or loss. The postponement or immediate recognition of his gain 
or loss, however, depends not on the characterization of the partnership 
but upon other policies. It was decided by the Policy Committee that re- 
gardless of theory, recognition of gain would not accompany distributions 
in kind except in one situation to be discussed infra. Thus under the entity 
approach the exchange of partnership property for a partnership interest 
would not be a fully taxable transaction. Gain realized on the exchange 
would be postponed by giving any property received by the distributee the 
basis of the distributee’s partnership interest. Upon a sale of the distributed 
property the postponed gain would then be recognized. If the distribution 
included cash as well as property, however, the substituted basis could not 
apply to all the assets received because cash might then receive a basis other 
than value. 

There were two ways cash could be treated. In a manner similar to the 
boot provisions of Code section 112(c), gain realized on the exchange 
could be recognized to the extent that an equivalent amount of cash was 
received. Such a boot provision would still implement the policy calling 
for deferral of gain. Since the amount of gain recognized would not ex- 
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ceed the amount of cash received, properties received that might continue 
to have a business use would not have to be sold in order to obtain money 
to pay a tax. But such a provision would, nevertheless, have the dis- 
advantage of requiring a valuation of the properties received in order to 
determine the amount of gain realized. This injection of a valuation issue 
was thought to introduce undesirable administrative difficulties, especially 
since it was not required by the alternate method of treating cash. This 
second method follows the rule now found in the Regulations.°* Gain on 
the distribution would be recognized only to the extent that the cash 
received exceeded the distributee’s basis for his partnership interest. Under 
this rule properties would not have to be sold in order to pay tax, nor 
would they have to be valued in order to determine the exact amount of 
gain realized—this latter computation could await the sale of the properties 
when the amount realized would provide a more accurate yardstick. 

The policy for deferring recognition of gain did not, however, require 
the postponement of recognition of losses. Indeed, it was thought some- 
what undesirable to defer recognition of loss and thereby enable the dis- 
tributee to choose the year to dispose of the property and obtain the loss. 
Furthermore, if the value of the property received was very low, it was 
considered unrealistic to postpone the loss by giving the low-value property 
an extremely high basis. On the other hand, immediate recognition of all 
losses would always require valuation of properties with its attendant 
administrative difficulties, even when the loss realized was so insignificant 
that the reasons favoring immediate recognition were not particularly per- 
tinent. It was therefore agreed to postpone recognition of most losses by 
means of substituting basis. But where the loss realized was sufficiently 
great, i.e., exceeded twice the value of the non-cash properties received, it 
would be immediately recognized. 

Under an entity approach, therefore, the gain realized by the distributee 
on the exchange of his interest for property of the partnership would be 
recognized only if the amount of any cash received exceeded the distribu- 
tee’s basis for his partnership interest. Any loss realized would be recog- 
nized only if it exceeded twice the value of the properties received. The 
new basis of those properties would be equal to the distributee’s basis for 
his partnership interest less cash received plus gain recognized or less loss 
recognized. Carrying through the redemption of stock analogy, any gain 
or loss recognized would be a capital gain or loss. 

This implementation of the entity concept with respect to dissolutions 
is essentially that followed by existing law.®® Since in most cases it would 


58 Reg. 118, Sec. 39.113(a) (13)-2. 
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ee OO 








"= 2 


an ep Se Se eR eR DOS hUODLU 


n 





NOG, 





1954] FEDERAL INCOME TAX TREATMENT OF PARTNERSHIPS 157 


avoid problems of valuation, it would be relatively simple to administer. 
Moreover, since any gain or loss to the distributee would be measured by 
the basis of his partnership interest, the distributee would automatically 
obtain any compensating gain or loss he should receive in the event an 
election had been made to preserve his basis with respect to contributed 
property, or if his partnership interest had been transferred to him and an 
election had been made to have his cost reflected only in the basis of his 
partnership interest and not in the bases of the partnership’s properties. 

A major drawback, however, inhered in the entity approach. It provided 
no defense to prevent conversion of significant amounts of ordinary in- 
come into capital gain. Thus, if a partnership owning low-basis inventory 
distributed that inventory to a partner having a high basis for his partner- 
ship interest, the inventory would receive a substituted basis equal to the 
distributee’s high basis and much potential ordinary gain would be lost. 


2. First Aggregate Approach—Substitution of Basis on Distribu- 
tions in Kind 


Under an aggregate approach each partner is regarded as owning an 
undivided interest in the partnership properties, and each partner’s basis 
for his partnership interest is merely the sum of the bases of all his un- 
divided interests. A distribution made pursuant to the liquidation of a 
partnership is but an exchange between the partners of their undivided 
interests in the properties not distributed to them in exchange for the other 
partners’ interests in the properties distributed to them. For the same 
reasons as applied under an entity theory, gain or loss on this exchange 
would not be recognized where interests in property were exchanged for 
interests in property. Instead, the distributee’s basis for property received 
would equal his own basis for his own undivided interest in that property, 
plus a substituted basis equal to his bases for any interests in properties 
(including money) transferred by him to the other partners. Where cash 
was received his basis for the property received would be reduced by the 
amount of money received. Gain would be recognized only to the extent 
that the cash received exceeded that basis, in which event the properties 
would, of course, have a zero basis. Loss would be recognized only where 
it exceeded twice the value of the properties received, in which event the 
bases of those properties would equal their value. 

Assume equal partnership ABC owned $90 of cash, asset X with a basis 
of zero and a value of $90, and asset Y with a basis and value of $90. 
Upon the dissolution A gets asset X, B gets asset Y, and C gets the $90 
cash. A would have a basis of $60 for asset X (i.e., $0 basis for his own 
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one-third interest in asset X, plus $30 substituted basis equal to his basis 
for a one-third interest in asset Y and $30 substituted basis in one-third 
cash). B would have a basis of $60 for asset Y (i.e., $30 basis for a one- 
third interest in asset Y, plus $0 substituted basis equal to his one-third 
interest in asset X, and $30 substituted basis equal to his one-third interest 
in $90 cash). C would have a $30 gain on the excess of cash received over 
his share of the aggregate partnership basis. 

Where the partnership had been an aggregate partnership with respect 
to contributed property and the transfer of a partnership interest, this 
aggregate rule on dissolution would produce the same result as would an 
entity rule. The distributee’s basis for his partnership interest would be 
exactly the same as the sum of (1) his basis for his own undivided interest 
in the property received, and (2) his basis for the undivided interests in 
the other properties distributed. But as has been seen, the Draft provides 
for elective use of the entity concept in some areas. For example, if an 
election had been made to use the entity approach with respect to contrib- 
uted property, the distributee’s basis for his partnership interest would 
not be the same as the total of the bases for his undivided interests in each 
partnership asset. Unless the basis for his partnership interest was sub- 
stituted as his basis for distributed property, he would not recognize the 
offsetting gain or loss he should recognize to make up for any loss or gain 
recognized but not sustained by him in an economic sense, on the partner- 
ship’s sale of contributed property. Thus, if the partnership had elected 
to operate under the entity rules with respect either to contributed property 
or the transfer of a partnership interest, the entity formula would have to 
be used on dissolution. 

In addition thus to being unworkable when applied to a partnership 
operating under an elective rule, the use of substitution of basis under an 
aggregate concept involved the same disadvantage regarding conversion 
of ordinary gain as did substitution under the entity concept. Since non- 
recognition and substitution of basis would obtain whenever the distribu- 
tion consisted of an exchange of interests in property, basis could similarly 
be shifted under the aggregate concept from high-basis capital assets to 
low-basis non-capital assets. This could result in the conversion of sub- 
stantial amounts of potential ordinary income into capital gain. Suppose 
in the example given above, asset X, which had a basis in the partnership’s 
hands of $0, and a value of $90 had been a non-capital asset, and Y, which 
had a basis in the partnership’s hands of $90 and a value of $90 had been 
a capital asset, then $60 of potential ordinary gain would be converted into 
capital gain by giving asset X a substituted basis. 














1954] FEDERAL INCOME TAX TREATMENT OF PARTNERSHIPS 159 


3. Second Aggregate Approach—Substitution of Basis Only on 
Distributions Where Exchange of Interests in Assets of Same 
Character 


It would be possible under an aggregate concept to prevent the conver- 
sion of ordinary income into capital gain, as illustrated in the above ex- 
ample, by providing for the postponement of gain by means of a substitu- 
tion of basis only where there was an exchange of undivided interests in 
property of the same character. Whenever an interest in an asset of one 
character was exchanged for an interest in an asset of a different character, 
gain would be recognized. Thus, in the example discussed above, if A on 
dissolution had received inventory asset X, he would have recognized no 
gain but would have taken X at a basis of $60. Having transferred one- 
third of asset Y, and one-third of the cash, basis $60, for two-thirds of 
X, value $60, A has realized no gain, but the basis of X in his hands would 
be $60 (or zero, own basis in X, plus $60, his basis for interests he trans- 
ferred). On sale of X, A would have realized $30 of ordinary gain. The 
other partners, would each have realized and recognized $30 of ordinary 
gain, and the basis of Y in B’s hands would be $90 ($30, B’s basis in one- 
third interest in Y, plus $30, basis in one-third of cash, plus $30 gain 
recognized ). 

While conversion of ordinary gain would be precluded under this treat- 
ment, gain would be recognized in every case of a disproportionate distri- 
bution even though the distribution was entirely in kind. And when gain 
would have to be recognized, difficult problems of valuation would ensue. 
Moreover, application of these rules without more would not provide for 
cases where the distributee’s basis for his partnership interest, because of 
an election to follow the entity theory with respect to contributed property 
or with respect to basis adjustments to be made on the transfer of a part- 
nership interest, differed from the sum of the bases of his undivided in- 
terests in the partnership assets. Because of the concern for the conversion 
of ordinary into capital gain, an entity approach with respect to the dis- 
tributee could not here be utilized. A special provision would be required 
to provide for the additional gain or loss to which the distributee, on 
account of an entity election, would be entitled on his severance from the 
partnership. 


4. Fourth Approach—Carry-over of Basis 


The disadvantages resulting from the aggregate approaches prompted 
consideration of still another method of preventing the conversion of 
ordinary into capital gain. This method called for non-recognition of gain, 
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not by means of a substitution of basis but by use of a carry-over of basis. 
Each partner would receive the undivided interest transferred to him at a 
basis equal to its basis in the hands of the transferor. As a result, no gain 
or loss would be recognized on the distribution. The basis of any distribu- 
ted property in the hands of the distributee would then be the same as it 
was in the hands of the partnership. The partnership’s basis would carry 
over because that basis would equal the sum of the distributee’s basis for 
his partnership interest plus the other partners’ bases for their transferred 
interests in the distributed property. No gain or loss would be recognized 
on the dissolution, but all recognition would be deferred until the proper- 
ties distributed were sold. Moreover, since there would be no substitution 
of basis, there could be no shifting of basis from assets of one character 
to assets of another. Because of the carry-over of basis, the full measure 
of ordinary or capital gain or loss would be recognized when the appre- 
ciated or depreciated capital or non-capital assets were sold. 

This carry-over-of-basis approach had many advantages. It solved the 
problem of conversion of ordinary gain without requiring a valuation of 
properties and the recognition of gain on distributions in kind. Moreover, 
if property contributed by a partner were distributed back to him, a carry- 
over of basis would correct some of the possible inequity stemming from 
the standard shift-of-basis rule for contributions. Finally, its consistency 
with the rule adopted for current distributions would obviate the necessity 
of drawing a line between current distributions and distributions in re- 
duction of a partner’s interest. 

Despite these many advantages, the carry-over-of-basis theory had a 
number of drawbacks. In the first place, a distributee who received only 
cash would nevertheless realize no gain. This would be a pronounced 
departure from the tax treatment of the receipt of cash in other areas. 
There exists no policy calling for the non-recognition of gain upon the 
receipt of cash alone. The imposition of a tax upon the receipt of cash 
would not discourage dissolutions. Moreover, a carry-over-of-basis ap- 
proach contained its own potential tax manipulation. All the appreciated 
inventory could be distributed to a low-bracket partner or to one who had 
offsetting losses. 

Furthermore, just as in the alternative applications of an aggregate 
theory, the carry-over of basis could not be applied where the elective 
entity rules had been adopted in other areas. For example, if a contributor 
had elected to preserve his basis for contributed property, a carry-over-of- 
basis device might not provide him with the requisite compensating gain 
or loss. Assume 4 had contributed to partnership ABC an asset with a 
basis of zero and a value of $90, B had contributed $90 cash, C had con- 
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tributed an asset with a basis and value of $90, and that the partnership 
had elected to utilize the entity rules with respect to contributed property. 
A’s basis for his partnership interest would therefore be zero. If the asset 
he contributed were sold by the partnership for $90, he would be taxed not 
on $90 but only on $30. On dissolution of the partnership, if he received 
$90 cash he would, under a carry-over of basis, recognize no gain whereas 
he should recognize additional gain of $60. 

Finally, a carry-over of basis might be inconsistent with the standard 
rule basis adjustments allocable solely to the transferee upon a transfer of 
a partnership interest. Assume that when partnership ABC owned cash 
of $90, inventory with a basis of zero and value of $90, and a capital asset 
with a basis and value of $90, partner C having a basis for his partnership 
interest of $60, sold his interest to D for $90 and recognized $30 of gain. 
The basis of the inventory would then be stepped up to $30, and this 
increase in basis would be allocable only to D whose basis for his partner- 
ship interest would be $90 ($30 basis of interest in cash, and $30 basis of 
interest in inventory, and $30 basis of interest in capital asset). If the 
partnership then dissolved, distributing the inventory to D, he would take 
the inventory under the carry-over-of-basis rule at a basis of $30 and 
would realize $60 ordinary gain on its sale. Thus, he would be denied the 
full benefit of the step-up in basis afforded him when he purchased the 
partnership interest. 

To meet these problems created by elective rule partnership and distri- 
butions to transferee partners, complicated rules would have to be added 
to the carry-over-of-basis rule which would offset its advantage of sim- 
plicity of application in the normal situation. 


5. Draft Rules 


In considering which of the approaches outlined above should apply to 
the usual dissolution, the problem of converting ordinary into capital gain 
was not thought to be significant in most situations. In the normal case 
it was thought to be most important that distributions in kind not involve 
recognition of gain. It was therefore decided not to adopt as the basic rule 
the aggregate approach wherein gain was postponed only upon the ex- 
change of interests of like kind. Furthermore, it was believed that the part- 
ners should recognize gain at least to the extent that cash was received in 
excess of basis, for otherwise many dissolution distributions would result 
in no tax liability at all to the partner receiving cash. Consequently, the 
carry-over-of-basis approach was rejected. These rejections left the choice 
to be made between the entity approach, which substituted the basis of the 
partner’s interest, and an aggregate approach involving the substitution of 
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the partner’s interest in the bases of the various assets. This last approach 
would not be workable where the partnership had operated under one of the 
elective rules, and hence was less preferable than the entity approach. 

The rule, therefore, which best fulfilled the policies sought to be achieved 
in the case of the normal distribution was that which substituted, as the 
distributee’s basis for property received, his basis for his interest in the 
partnership less any cash received. Under that rule capital gain would be 
recognized only when cash was received in excess of the distributee’s basis 
for his interest in the partnership, in which case any properties received 
would receive a basis equal to zero. Capital loss would be recognized where 
only money was received or if the loss realized exceeded twice the value of 
the property other than money received. Where loss was recognized, the 
basis of any property distributed would, of course, equal its value at the 
time of distribution. These rules as respects the distributee are those dis- 
cussed previously under the entity approach. As noted above in the case 
of a standard rule partnership, they are perfectly consistent with the aggre- 
gate approach where basis is substituted upon a distribution in kind. This 
treatment of the distributee is also basically in accord with present law.” 

The choice of the entity rule is thus the most feasible approach for the 
dissolution of those partnerships which do not have ordinary assets which 
have significantly changed in value and, hence do not involve issues re- 
specting the conversion of ordinary gain. The rule adopted where these 
issues are present will be considered later. 


B. RETIREMENTS 
1. Treatment of Distributee 


The dissolution rule adopted by the Draft, i.e., the entity approach, is 
also the rule to be applied to distributions to a retiring partner. 

In this connection, consider partnership ABC to have the same assets as 
described above (i.¢., asset X with a basis of $0 and value of $90; asset Y 
with a basis and value of $90; and $90 cash) but instead of a dissolution 
assume the retirement of partner 4 who receives asset X. Under the entity 
approach A will have a basis of $60 for asset X just as he would have had 
upon a dissolution, the basis being arrived at in the same fashion, i.e., his 
partnership interest basis becomes his basis for the asset received. 


2. Treatment of Remaining Partners 


Standard or aggregate rule. The entity rule adopted in the Draft for the 
treatment of a distributee partner upon his retirement involves the substi- 
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tution of the basis for his interest in the partnership as the new basis for 
the properties received by him. But as has been pointed out, if the partner- 
ship has operated under the standard rules for contributed property and 
transfer of a partnership interest, this entity rule is the same as an aggre- 
gate approach which substitutes the basis of his interest in the partnership 
assets. Hence, in considering what should be the rule for the remaining 
partners in a partnership operating under the standard rules, we should 
examine the problem from the standpoint of the aggregate concept. If a 
partnership is thus viewed under the aggregate concept, the substitution of 
A’s partnership interest on his retirement for the property he receives may 
be expressed as an exchange of his basis in all the partnership’s assets for 
his partners’ bases in the asset distributed to him. Thus, in the above 
example A’s basis of $60 for asset X received by him may be computed as 
$0 (A’s basis for his own one-third interest in X) plus $60 (substituted 
basis equal to his basis for a one-third interest in asset Y’s $90 basis and 
one-third of the partnership’s $90 cash). In accordance with an aggregate 
concept of a distribution in retirement as an exchange between the partners 
of interests in assets, the bases of the partnership assets remaining after 
the retirement must be adjusted to reflect that exchange. A substitution 
of basis for the remaining partners similar to that used above in expressing 
A’s basis for asset X, 7.¢., an adjustment making the aggregate basis of the 
remaining assets equal to the remaining partners’ bases for their undivided 
interests in those assets, plus a substituted basis equal to the remaining 
partners’ bases for their undivided interests in the property distributed to 
A, less the cash retained by the partnership, produces the correct adjust- 
ment. 

Thus, in the above example the basis of Y in the hands of the partner- 
ship would become $30 (or $60 basis of B’s and C’s existing two-thirds 
interest in Y, plus $60 basis of B’s and C’s existing two-third interest in 
$90 cash, plus zero substituted basis equal to bases of B’s and C’s two- 
thirds interest in X transferred to A, less $90 cash retained). Had A re- 
ceived asset Y and not asset X, the basis of X in the hands of the partner- 
ship would become $30 (or zero basis of B’s and C’s existing two-thirds 
interest in X, plus $60 substituted bases equal to B’s and C’s bases for 
transferred two-thirds interest in Y, plus $60, B’s and C’s interest in cash, 
less $90 cash retained). 

Thus, upon every retirement under this approach the basis of the re- 
maining partnership assets may have to be adjusted. Essentially these 
adjustments are attributable to two factors. In the first place, the cost of 
acquiring the retiring partner’s interest must be reflected in the bases of 
the remaining assets. Secondly, the postponement of recognition of any 








164 TAX LAW REVIEW [Vol. 9: 


gain or loss realized by the remaining partners by the exchange of appre- 
ciated or depreciated properties for the distributee’s interest in the remain- 
ing assets must be accomplished by means of basis decreases or increases, 
The substitution of basis accomplishes the requisite adjustments. In the 
above example, where 4 receives asset X, the basis of Y, the remaining 
partnership asset, has, by means of the substitution of basis, been increased 
to reflect the cost to B and C of acquiring A’s interest, and decreased by 
$60 to postpone the gain realized by B and C upon the acquisition of A’s 
interest in the cash and asset Y, value $60, with zero basis property, 1.e., 
their two-thirds interest in asset X. 

In other words, when the remaining partners transferred their interest 
in X to the retiring partner, in effect they paid $60 (the value of their 
interest in X). They received the retiring partner’s one-third interest in 
the $90 cash, or $30, and also his interest in asset Y, worth $30. Hence, 
$30 of the $60 value paid the retiring partner is allocable to the cash and 
$30 to the interest in Y. Thus, expressing the adjustment of the basis of 
asset Y in terms of cost it is $60, the remaining partners’ original basis in 
Y plus $30 paid for the retiring partner’s interest. But the remaining part- 
ners had realized $60 gain when they transferred zero basis property, i.¢., 
their interest in asset X, and received $60 value. To postpone recognition 
of this gain the $90 cost basis of asset Y must be reduced from $60 to $30. 

In the second case, where A received asset Y, the bases of remaining 
asset X is increased by $30, so that the acquired one-third interest of A in 
that asset reflects a $30 cost to B and C. In other words, the remaining 
partners transferred $60 worth of property (their two-thirds interest in 
asset Y) in exchange for $30 cash (the retiring partner’s interest in the 
$90 partnership cash) and his interest in asset X. Hence, they paid $30 
value for the retiring partner’s interest in asset X. The zero basis of asset 
X is, therefore, increased by the $30 cost of that interest. It need not then 
be reduced at all, since the remaining partners’ original bases for their in- 
terests in asset Y, $60, was exactly equal to the amount they realized on the 
exchange and they therefore had no gain on the exchange. 

In a case where the basis of the remaining assets cannot be adjusted to 
permit deferral of gain, the remaining partners’ gain on the distribution 
of appreciated property to a retiring partner will be recognized. If the 
assets of partnership ABC had consisted of asset X with a basis of zero 
and a value of $90, and $180 cash, and A had retired receiving asset X, 
the remaining partners would have had a $60 gain on the exchange: they 
received $69, A’s one-third interest in the cash, in exchange for property 
for which their bases were zero. Since no property subject to a basis ad- 
justment remains, they will each recognize a $30 gain. 
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As a result of the basis adjustments required by the aggregate concept 
in the case of a retirement, the bases of the remaining assets would never 
consist in part of the distributee’s basis for his undivided interest in those 
assets and would always reflect the cost of acquiring that interest. Hence, 
when those assets are later sold by the partnership, no part of the gain or 
loss recognized by the partnership would duplicate a gain or loss recog- 
nized to the distributee. The partnership gain or loss recognized on a sale 
of the remaining assets would be attributable only to (1) the remaining 
partners’ interest in the appreciation or depreciation in value of those re- 
maining assets, and (2) any gain or loss realized by the remaining part- 
ners on the retirement distribution but postponed by virtue of the substi- 
tution of basis. 

This result constitutes a great advantage over an entity approach to the 
treatment of the remaining partners. Under the entity theory the “buying 
out” of a retiring partner would have no effect on the bases of the remain- 
ing partnership assets. Thus, if an entity approach were applied to the 
distribution of asset Y (the basis and value of which was $90) on the 
retirement of A, no adjustment would be made to the basis of asset X, and 
its basis would remain zero. Since A would have a basis of $60 for asset 
Y, he would recognize a $30 gain upon its sale. When the partnership sold 
asset X, whose zero basis remained unaffected, a $90 gain would be recog- 
nized. Thus a total of $120 gain would be recognized with respect to assets 
the total appreciation of which was only $90. True enough the $30 excess 
gain would be offset upon the dissolution of the partnership by compen- 
sating capital losses to B and C of $15 each, but as has been noted, this off- 
setting loss is not always fully compensatory. 

Elective or entity rule. As has been noted under the above aggregate 
approach, adjustments to the basis of the remaining partnership assets may 
have to be made upon every retirement. The bases of the remaining part- 
nership properties may either have to be increased or decreased. It is be- 
lieved that in view of the equitable treatment obtainable by means of these 
basis adjustments, the burden of making the adjustments would not be too 
great. However, it was recognized that certain partnerships might find it 
inconvenient to make these adjustments. The problem here is similar to 
that present on the transfer of a partnership interest by sale or death, 
which presented the same conflict between equity and convenience as re- 
spects the adjustment of the bases of the partnership assets. In that situa- 
tion the conflict was resolved by regarding adjustment for the partnership 
assets as the standard rule but affording an elective rule which did not 
require that adjustment. The same course is here applicable. Accordingly, 
an election is allowed by the Draft whereby these adjustments would be 
reflected only in the remaining partners’ bases for their partnership inter- 
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ests. Any duplication of distributee gain or loss would be offset, and any 
postponed gain or loss of the remaining partners would be recognized, 
when the remaining partners disposed of their partnership interests. As 
indicated above, this election and the election not to adjust bases of part- 
nership assets on the transfer of a partnership interest are basically the 
same. Although in the case of a retirement the additional element of post- 
poning gain or loss realized by the remaining partners is present, in both 
cases the adjustments are designed to reflect the cost of acquiring an in- 
terest in the partnership. Therefore, the election not to adjust bases of 
partnership assets on retirements can be made only in conjunction with a 
similar election in the case of transfers of a partnership interest. On the 
other hand, this election has no relation to that allowed in the case of con- 
tributed property. In that case, considerations of equity overcome con- 
siderations of administrative complexity. Here just the converse is true. 
Therefore this election may be utilized whether or not the partners choose 
to preserve the bases of their respective contributions of property. 


C. TREATMENT OF DISPROPORTIONATE RETIREMENT AND DISSOLUTION 
DISTRIBUTIONS WHERE SIGNIFICANT CHANGE IN VALUE OF Non- 
CAPITAL ASSETS 


As pointed out above, in the case of a partnership whose non-capital 
assets have increased or decreased significantly in value a disadvantage of 
the substituted-basis rule is that it would permit the shifting of basis from 
high-basis capital assets to low-basis ordinary assets and vice versa wher- 
ever distributions in retirement or dissolution were disproportionate. If, 
therefore, the substituted-basis rule were to be adopted as the basic rule, 
special treatment must be accorded to prevent disproportionate distribu- 
tions from being used to convert significant amounts of potential ordinary 
income into capital gain. It will only be in instances where there has been 
a significant change in value of non-capital assets and the distributions are 
such as to produce distortion if governed by the rules described above that 
these special rules will come into play. 

In essence, the Draft adopts for these special cases the aggregate ap- 
proach wherein recognition of gain is postponed by substituting basis only 
upon the exchange of interests in property of like kind. Where the part- 
nership possessing substantial amounts of appreciated inventory makes a 
disproportionate distribution in retirement or dissolution, the exchange of 
an interest in a non-capital asset for an interest in a capital asset will be a 
taxable exchange of properties of unlike kind. This approach is imple- 
mented in the following manner. 

Each partner, distributee, and remaining partners alike, is treated as 
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having received his distributive share of the capital and ordinary gain or 
loss each would have received if just before the distribution the partner- 
ship had sold its assets for value. Consideration was given to the deferral 
of both ordinary and capital gain by first giving the assets in the hands of 
the distributee an initial basis equal to value, and then postponing the rec- 
ognition of the ordinary and capital gains attributed to the partners on the 
constructive sale to the extent possible by decreasing the basis of the ordi- 
nary and capital assets received by the amount of the ordinary or capital 
gain. However, in a disproportionate distribution, certain of the partners 
may not receive any non-capital assets. In such a situation, deferral of the 
ordinary gain of those partners would be impossible. It was concluded 
that unless the ordinary gain of all the partners could be deferred, it was 
preferable to recognize the ordinary gain of all the partners, than to defer 
the ordinary gain of those receiving ordinary assets and to recognize the 
ordinary gain of those receiving capital assets. Consequently, ordinary 
gain to all the partners would be recognized regardless of the type of assets 
received. 

These fragmentation rules apply not only when the non-capital assets 
have increased significantly in value, but also when the non-capital assets 
have significantly decreased in value. Thus, disproportionate distributions 
will not be the occasion for the conversion of significant amounts of ordi- 
nary losses into capital losses. 

If the partnership had elected to be treated under the entity rules, a 
further capital gain or loss would have been recognized to the distributee 
to the extent of the difference between his basis for his partnership interest 
and the sum of his bases for his interest in firm assets. Thus, a 50 per cent 
partner with a $20 basis for his interest in an elective partnership having 
non-capital assets with a basis of $20 and a value of $100 and capital assets 
with a basis of $50 and a value of $100 will have ordinary gain of $40 
(distributive share of constructive partnership ordinary gain) and capital 
gain of $25 (distributive share of constructive partnership capital gain). 
In addition, he will have $15 capital gain on the excess of the sum of his 
bases for his interests in the firm assets or $35 over his basis for his part- 
nership interest of $20. 

The prevention of tax avoidance in the area which may be characterized 
as that of the “collapsible partnership” was thought to be more important 
than the prevention of recognition of gain on a distribution in kind or 
the avoidance of complexity. For this reason, the above fragmentation 
approach was adopted to apply in cases of non-pro rata distributions in 
retirement or dissolution, where there has been a significant change in the 
value of non-capital assets. But even with the application of these rules 
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thus confined to such special cases, their complexity warranted still fur- 
ther restriction of application. Hence, to limit the complexities introduced 
by this fragmentation rule, such as valuation problems, its application is 
restricted to partners having a ten per cent or greater interest in the 
partnership. This is the same requirement as in the case of a sale of an 
interest, discussed previously. 


X. CONCLUSION 


The conflict over the nature of a partnership, between on the one hand 
a separate entity and on the other an aggregation of co-owners, necessarily 
pervades the Draft rules described above. In the treatment of certain spe- 
cific situations arising in partnership taxation the use of an entity approach 
may produce the preferable result, while in certain other situations an 
aggregate approach may be more desirable. However, in the vast majority 
of the situations either an entity or an aggregate approach will produce 
satisfactory results, and the use of one or the other should depend on the 
convenience to and the preferences of the partners. The Draft, therefore, 
tailors its rules to meet the needs of the situation, and where the rules 
should turn on the partners’ choice, it affords the partnership an election 
between entity and aggregate treatment. The various rules may be sum- 
marized as follows: 

1. For the purpose of determining distributive shares, the Draft treats 
the partnership as an entity in the computation of its income but as an 
aggregation of co-owners in imposing the tax upon the co-owners regard- 
less of retention of earnings by the “entity.” 

2. With respect to contributed property, the Draft permits the partner- 
ship to choose between the aggregate and entity treatment, with a further 
choice to those electing the entity treatment between the use of a strict 
entity or a credited value approach. The aggregate rule is designated as the 
standard rule because of the apparently prevailing view that this rule ac- 
cords more closely with the expectations of the members of the majority 
of partnerships. 

3. With respect to transactions between a partner and the partnership, 
the Draft considers the partnership a separate entity. 

4. As concerns the death of a partner, an entity approach is adopted in 
the continuation of the partnership’s taxable year despite the death of a 
partner. 

5. Upon sale of a partnership interest (if the possibility of conver- 
sion of ordinary income into capital gain is not of prime concern) the seller 
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is treated as having sold his interest in a partnership entity. With respect 
to the purchaser, the partnership is given an election to have its new mem- 
ber treated as having purchased a co-ownership in the firm’s assets or as 
having purchased an interest in the partnership entity. Upon the death of 
a partner, the partnership is given a similar election with respect to the 
decedent’s heir or estate. Here again the “aggregate” rule is designated as 
the standard rule because of the prevalence of the feeling that the aggre- 
gate rule conforms to the expectations of the members of the majority of 
partnerships. 

6. Upon the retirement of a partner (if the possibility of conver- 
sion of ordinary income into capital gain is not of prime importance) the 
partner is treated as having sold his interest in the partnership entity, with 
his gain or loss thereon being deferred where the distribution is in kind. 
The same election is afforded the partnership as on a sale of a partnership 
interest. It may adjust the bases of the remaining partnership assets so as 
to reflect the exchange of their interests in the assets distributed for the 
retiring partner’s interest in the assets retained, or only the remaining part- 
ners’ bases for their partnership interests may be adjusted so as to reflect 
their purchase of the retiring partner’s interest. 

7. Upon dissolution (if the possibility of conversion of ordinary income 
into capital gain is not of prime importance) an entity approach is adopted 
in the treatment of the distributees in the same manner as a retiring 
partner. 

8. The sale, dissolution, and retirement rules require special mandatory 
treatment in cases where the possible conversion of ordinary income into 
capital gain by means of a sale of a partnership interest or by disproportion- 
ate distributions in dissolution or retirement is of paramount significance. 
Hence, where the partnership’s non-capital assets have significantly 
changed in value, the selling partner (or the distributee) will be treated as 
he would have been treated if the partnership had sold all its assets, #.e., 
as having received his distributive share of the potential partnership gains 
and losses. This is essentially an aggregate approach. 

It is not to be expected that statutory provisions, which attempt fully to 
treat the tax aspects of the operation of a business in partnership form and 
at the same time to minimize the possibilities of tax manipulation inherent 
under present law in the “collapsible partnership,” should be devoid of 
complexity. But it is believed that taxpayers and their counselors will pre- 
fer to deal with a statute which attempts to supply the needed answers 
rather than to search in vain through a “simple” Code, whose many lacunae 
would be in part filled by court decisions and administrative rulings but 
much more often by doubt and uncertainty. 
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PARTNERSHIPS AND PARTNERS 





Subpart a. Partnerships 
Subpart b. Partners 





Subpart a. Partnerships 
Section X700. Definitions 


Section X701. Nature of a Partnership 

Section X725. Liability for Tax 

Section X726. Information Return of a Partnership 
Section X727, Taxable Year of Partnership 

Section X728. Computation of Partnership Income 





Section X700. Definitions 


(a) Partnership—Partnership” includes a syndicate, group, pool, joint 
venture, or other unincorporate organization through or by means of which 
any business, financial operation, or venture is carried on, and which is not, 
within the meaning of this title, a corporation or a trust or estate. The Secre- 
tary may, however, in accordance with Regulations, exclude from treatment 
as a partnership any unincorporated organization if the income which its 
members derive from the organization may be adequately determined on the 
basis of their separate returns without the necessity of a partnership informa- 
tion return by the organization. 

(b) Partner—“Partner” means a member of partnership. 


Section X701. NaAtTuRE OF A PARTNERSHIP 


Where the manner of application of a provision of this Chapter to a part- 
nership or partner is not specified, then in the application of the provision a 
partnership shall be treated as the aggregate of the partners, each owning 
undivided interests in the partnership properties. 


Section X725. LIABILITY FOR TAX 


A partnership as such shall not be liable for the income tax imposed by 
this Chapter. Persons carrying on activity in partnership shall be liable for 
income tax only in their individual capacities. 
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SecTION X726. INFORMATION RETURN OF A PARTNERSHIP 


A partnership shail make a return for each taxable year, stating specifically 
the items of its gross income and deductions, the names and addresses of the 
persons who would be entitled to share in the net income if distributed, the 
amount of the distributive share of each person, and such other pertinent 
information as may be prescribed by Regulations. 


SEcTION X727. TAXABLE YEAR OF A PARTNERSHIP 


The taxable year of a partnership shall be determined under section X300 
as though the partnership were a taxpayer, except that it shall not be a fiscal 
year unless the partnership obtains the approval of the Secretary either in 
advance of or subsequent to the filing of the partnership return. 


Cross Reference to Defined Terms Not Contained in Section X12 


Fiscal Year: section X300(e) 


SECTION X728. CoMPUTATION OF PARTNERSHIP INCOME 


(a) General Rule——For the purpose of determining each partner’s dis- 
tributive share, a partnership shall separately compute the following : 

(1) Its adjusted partnership net income or loss ; 

(2) Its capital gains and losses as defined by section X225; 

(3) Its gains and losses in respect of depreciable and real property 
used in the partnership’s business, as defined by section X234, including 
gains and losses attributable to the involuntary conversion of that property ; 

(4) Its gains and losses attributable to wagering transactions as defined 
by section X165 ; 

(5) Its contributions, gifts or payments made within its taxable year 
which are charitable contributions within the meaning of section X169(a) ; 

(6) In accordance with Regulations, any other item of income, gain, 
loss, or allowance, which had it arisen with respect to an individual would 
similiarly require separate computation to determine the extent to which 
it is includible in or deductible from gross income, or to determine whether 
its character is capital or non-capital. 

(b) Adjusted Partnership Net Income or Loss.— 

(1) Adjusted Partnership Net Income.—The adjusted partnership net 
income shall be the excess of the gross income of the partnership, exclud- 
ing the gains separately computed by the partnership under paragraphs (2) 
through (6) of subsection (a), over the deductions allowed to a partner- 
ship by subsection (c). 

(2) Adjusted Partnership Net Loss.—The adjusted partnership net 
loss shall be the excess of the deductions allowed to a partnership by sub- 
section (c) over the gross income of the partnership excluding the gains 
separately computed by the partnership under paragraphs (2) through (6) 
of subsection (a). 

(c) Deductions Allowed to a Partnership—The deductions allowed to a 
partnership in computing its adjusted partnership net income or loss shall be 
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those allowed to an individual, except that the following deductions shall not 
be allowed to a partnership in that computation: 
(1) Deductions for the losses separately computed by the partnership 
under paragraphs (2) through (6) of subsection (a). 
(2) The deduction for charitable contributions provided in section X169. 
(3) The net loss deduction provided in section X170. 
(4) The optional uniform personal expense deduction provided in sec- 
tion X154. 





SUBPART b. PARTNERS 
1. GENERAL RULES APPLICABLE 


Section X750. Computation of Partner’s Net Income and Credits 

Section X751. Taxable Years of Partner and Partnership 

Section X752. Determination of Basis of Partner’s Interest in the Aggregate 
Partnership Property 

Section X753. Contributions to a Partnership 

Section X754. Current Distributions of a Partnership 

Section X755. Transactions between the Partnership and a Partner 

Section X756. Transfer of a Partner’s Interest in the Aggregate Partnership 
Property 

Section X757. Distribution in Winding up of a Partnership or on Retire- 
ment of a Partner or the Reduction of His Interest 

Section X758. Treatment of Estate, Heir, Legatee, or Designee as a Part- 
ner and Distributive Share as Income in Respect of a 
Decedent 


2. ELECTIVE RULES RESPECTING CONTRIBUTED PROPERTY AND 
BASIS ADJUSTMENTS 


Section X759. Elective Rules Respecting Treatment of Contributed Property 
and Basis Adjustments on Retirement of a Partner or the 
Reduction or Transfer of His Interest 


3. ADDITIONAL RULES APPLICABLE TO TRANSFERS OF PARTNERSHIP INTERESTS, 
WINDING UP OF PARTNERSHIPS, AND RETIREMENTS OF PARTNERS WHERE 
SIGNIFICANT CHANGE IN VALUE OF NON-CAPITAL ASSETS 


Section X760. Treatment of Transfer of a Partner’s Interest in the Aggre- 
gate Partnership Property Where Non-Capital Assets of 
Partnership Have Increased or Decreased Significantly in 
Value 

Section X761. Treatment of Disproportionate Distributions in Winding up 
of a Partnership or on Retirement of a Partner or the Re- 
duction of His Interest Where Non-Capital Assets of 
Partnership Have Increased or Decreased Significantly in 
Value 





1. General Rules Applicable 


Section X750. Computation of Partner’s Net Income and Credits 
Section X751. Taxable Years of Partner and Partnership 
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Section X752. Determination of Basis of Partner’s Interest in the Aggregate 
Partnership Property 

Section X753. Contributions to a Partnership 

Section X754. Current Distributions of a Partnership 

Section X755. Transactions between the Partnership and a Partner 

Section X756. Transfer of a Partner’s Interest in the Aggregate Partner- 
ship Property 

Section X757. Distribution in Winding up of a Partnership or on Retire- 
ment of a Partner or the Reduction of His Interest 

Section X758. Treatment of Estate, Heir, Legatee, or Designee as a Partner 
and Distributive Share as Income in Respect of a Decedent 





Section X750. CoMPUTATION OF PARTNER’S NET INCOME AND CREDITS 


(a) Net Income.—In computing his net income from a partnership, each 
partner should include the following, whether or not distribution is made to 
him: 

(1) Ordinary Net Income or Loss.—As part of his ordinary net income 
or loss, his distributive share of the adjusted partnership net income or 
loss, computed in accordance with section X728(a) (1). 

(2) Capital Gains and Losses——As part of his capital gains and losses, 
his distributive share of the capital gains and losses of the partnership, com- 
puted in accordance with section X728(a) (2). 

(3) Wagering Gains and Losses—As part of his wagering gains and 
losses, his distributive share of the partnership’s gains and losses attrib- 
utable to wagering transactions, computed in accordance with section 
X728(a) (3). 

(4) Gains and losses with Respect to Depreciable and Real Property 
Used in the Partnership Business—As part of his gains and losses with 
respect to depreciable and real property used in his business, including gains 
and losses attributable to the involuntary conversion of that property, his 
distributive share of the partnership’s gains and losses attributable to de- 
preciable and real property used in the partnership business, computed in 
accordance with section X728(a) (4). 

(5) Charitable Contributions—As part of his charitable contributions, 
his distributive share of any charitable contributions made by the partner- 
ship, computed in accordance with section X728(a) (5). 

(6) Other Items of Income, Gain, and Loss Subject to Separate Com- 
putation—In accordance with Regulations, as part of his other items of 
income, gain, loss, or allowance which similarly require separate computation 
to determine the extent to which they are includible in or deductible from 
gross income or to determine whether their character is capital or non- 
capital, his distributive share of those items of income, gain, or loss arising 
with respect to the partnership, computed in accordance with section 
X728(a) (6). 

(b) Credits—In computing his credits against tax, each partner shall 
include the following : 

(1) Partially Tax-Exempt Interest—As part of his credit for par- 
tially tax-exempt interest under section X450, his distributive share of the 
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partially tax-exempt interest of the partnership, whether or not distribu- 
tion is made to him. If the partnership elects under section X171 to treat 
as amortizable the premium on bonds the interest on which would give rise 
to a credit against tax under section X450, then for the purpose of the 
preceding sentence each partner’s distributive share of that interest shall 
be reduced by so much of the deduction under section X171 as is attributable 
to his share. 

(2) Taxes Imposed by Foreign Countries or Possessions of the United 
States—As part of his credit under section X921 for foreign taxes, his 
distributive share of the income taxes imposed on the partnership by foreign 
countries or possessions of the United States. 

(c) Distributive Share.— 

(1) Computation of Distributive Share—General Rule—A partner’s 
distributive share of income, gain, loss, or credit shall be determined by the 
partnership agreement. 

(2) Special Allocations Affecting Distributive Share.— 

(A) Contributed Property.—As to the effect of contributed property 
on a partner’s distributive share, see sections X753(d), (e) and 
X759(a) (2). 

(B) Transfer of an Interest—As to the effect of a transfer of an 
interest in partnership property on a partner’s distributive share see sec- 
tions X756(b) (4) and X760(c) (3). 

(3) Character of Items Constituting Distributive Share-—Any items 
of income, gain, loss, or credit included in a partner’s distributive share 
under subsections (a) and (b) shall be treated by the partner as if the item 
were realized or incurred directly by him from the source from which 
realized or incurred by the partnership, and in the same transaction. 


Section X751. TAXABLE YEARS OF.PARTNER AND PARTNERSHIP 


(a) General Rule—In computing the net income of a partner for his tax- 
able year, the inclusion with respect to the income, gain, loss, or credits of the 
partnership shall be based upon the partnership’s net income and credits for 
any taxable year or years of the partnership ending within or with the taxable 
year of the partner. 

(b) Death, Retirement, or Entry of a Partner—If the partnership activity 
is continued after the death or retirement of a partner or the entry of a new 
partner, none of these events shall close the partnership’s taxable year except 
with respect to a partner who retains no interest in the profits of the partner- 
ship after the event or whose estate, heir, or legatee derives no such interest. 
However, a taxable year so kept open shall remain open with respect to a 
retiring partner or the estate, heir, or legatee of a deceased partner only dur- 
ing the continuance of their interest. 


Section X752. DETERMINATION OF BASIS OF PARTNER’S INTEREST IN THE 
AGGREGATE PARTNERSHIP PROPERTY 


(a) General Rule.—The basis of a partner’s interest in the aggregate part- 
nership property shall be the portion which he would be entitled to receive, 
upon the winding up of the partnership, of the aggregate basis of all the part- 
nership properties (including money). 
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(b) Special Allocations Affecting General Rule.— 

(1) As to the effect of contributed property, see sections X753(d) (3) 
and (e)(2) and X759(a) (1). 

(2) As to the effect of a retirement of a partner or the reduction of his 
interest, see sections X757(c), X759(b)(1) and X761(e). 

(3) As to the effect of a transfer of an interest in the aggregate part- 
nership property, see sections X756(b), X759(b)(2) and X760(c). 


SecTION X753. CONTRIBUTIONS TO A PARTNERSHIP 


(a) Gain or Loss on Contributions to a Partnership—A contribution of 
property by a partner to the partnership shall not at the time of contribution 
result in gain or loss to any of the partners. 

(b) Characterization of Transfers in Exchange for an Interest in Partner- 
ship Property.—To the extent that property is transferred to the partnership 
by a partner in exchange for an interest in the aggregate partnership property, 
the transfer shall be treated as a contribution of the property. To the extent 
that property is sold to the partnership by a partner other than in exchange 
for an interest in the aggregate partnership property, he shall be treated as 
not acting in his capacity as a partner and the transaction shall be governed 
by section X755. 

(c) Unadjusted Basis to Partnership of Contributed Property——The part- 
nership’s unadjusted basis of any property contributed to it by a partner shall 
be the contributing partner’s basis of that property at the time of the 
contribution. 

(d) Effect of Contributed Property with Respect to Partners—General 
Rule— 

(1) Effect on Distributive Share-——For the purpose of section X750 
(c)(1) relating to the computation of a partner’s distributive share of in- 
come, gain, or loss, the partnership gain or loss from the sale of contributed 
property as determined under section X728 shall, except to the extent pro- 
vided in paragraph (2), be allocated among the partners in accordance with 
the partnership agreement for the sharing of partnership gains and losses 
with respect to that property. The partnership allowance for depreciation 
or depletion (other than percentage depletion) of contributed property, as 
determined under section X728, shall be allocated among the partners in 
accordance with the partnership agreement for the sharing of partnership 
allowances with respect to that property. 

(2) Disproportionate Profit and Loss and Capital Ratios —If the profit 
and loss ratios of the partners are not substantially in proportion to their 
capital ratios at the time of contribution, then, for the purpose of para- 
graph (1), any difference between 

(A) the partnership gain or loss or depreciation or depletion (other 
than percentage depletion) allowance with respect to contributed prop- 
erty as determined under section X728, and 

(B) the gain, loss, or allowance determined with reference to the 
credited value of the contributed property, 

shall, in accordance with Regulations, be allocated among the partners in 

accordance with their capital ratios at the time of contribution. The credited 
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value of contributed property means the amount by which the contributing 

partner’s capital account was increased on account of that contribution. 

(3) Effect on Basis of Partner's Interest in Aggregate Partnership Prop- 
erty.—For the purpose of section X752, relating to the computation of a 
partner’s basis of his interest in the aggregate partnership property, in 
order to reflect in that basis his interest in all contributed property (other 
than jointly-held property), there shall be allocated in respect of each part- 
ner the portion, which he would be entitled to receive upon a winding up of 
the partnership, of the basis of that property. 

(e) Effect of Contributed Jointly-Held Property with Respect to Part- 
ners.—lf two or more of the partners have contributed property in which they 
have held undivided interests prior to the contribution, and if their separate 
bases for those interests were disproportionate to their respective interests in 
the property immediately prior to the contribution, the following rules shall 
apply with respect to that property: 

(1) Effect on Distributive Share-—For the purpose of section X750(c), 
relating to the computation of a partner’s distributive share of income, gain 
or loss, the partnership gain or loss from the sale of, and its allowance for 
the depreciation or depletion (other than percentage depletion) as deter- 
mined under section X728 of that property shall be allocated among the 
partners, in accordance with Regulations, so as to reflect the basis of each 
contributor’s former undivided interest to the extent of the portion, which 
he would be entitled to receive upon a winding up of the partnership, of 
the basis of that property. 

(2) Effect on Basis of a Partner’s Interest in Aggregate Partnership 
Property.—For the purpose of section X752, relating to the computation of 
a partner’s basis of his interest in the aggregate partnership property, there 
shall be allocated with respect to the partner contributing an undivided inter- 
est in the property, the portion of. the basis of that property which reflects 
the basis of his former undivided interest to the extent of the portion, which 
he would be entitled to receive upon a winding up of the partnership, of the 
basis of that property. 

(3) Application of General Rule for Determining Distributive Share. — 
Paragraphs (1) and (2) shall not apply if the partnership agreement spe- 
cifically provides that, in the case of jointly contributed property, the gen- 
eral rule of subsection (d) shall apply in determining the distributive share. 


Cross Reference to Defined Terms Not Contained in Section X12 


Basis: section X275 


Section X754. CurrENT DISTRIBUTIONS OF A PARTNERSHIP 


In the case of distributions of a partnership to a partner, other than in the 
course of winding up the partnership activity or as the result of a sale by that 
partner of a part or all of his interest in the aggregate partnership property 
to the other partners, the following rules shall apply: 

(a) Gain or Loss Not Recognized.—Except as provided in section 
X759(e), no gain or loss shall be recognized to the partnership or to the part- 
ners upon the distribution. 
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(b) Basis of Property in Hands of Distributee—The unadjusted basis in 
the hands of the distributee of any property received as a distribution shall 
be the same as its basis in the hands of the partnership prior to the distribu- 
tion (increased in accordance with section X202(c)). 


Cross References to Defined Terms Not Contained in Section X12 


Basis: section X275 
Unadjusted Basis: section X276 


Section X755. TRANSACTIONS BETWEEN THE PARTNERSHIP AND A PARTNER 


(a) General Rule.—Except as provided in subsections (b) and (c), if a 
partner either makes payments to the partnership in exchange for property 
or for services rendered to him by the partnership, or receives payments from 
the partnership in exchange for services rendered by him to the partnership, 
or otherwise engages in a transaction with the partnership wherein he is not 
acting in his capacity as a partner, the transaction shall be treated as occurring 
between the partnership and one who is not a partner. 

(b) Disallowance of Losses—For the disallowance of losses between per- 
sons or partnerships and controlled partnerships, see section X173. 

(c) Treatment of Sale of Depreciable or Depletable Property at a Gain by 
Partners to Controlled Partnerships—lf a partner owning directly or indi- 
rectly an 80 per cent interest in a partnership would under subsection (a) rec- 
ognize gain upon a transfer to that partnership of depreciable or depletable 
property having a useful life of five years or less, in exchange for partnership 
property, then the following rules shall apply in lieu of the rule of sub- 
section (a) : 

(1) Treatment as Contribution and Current Distribution—The transfer 
of property to the partnership shall be treated as a contribution of the prop- 
erty. The receipt of property from the partnership shall be treated as a 
distribution under section X754. 

(2) Constructive Ownership of Interest in Partnership.—The ownership 
of an interest in a partnership shall be determined in accordance with the 
rules for constructive ownership of stock in section X173(b). 


SECTION X756. TRANSFER OF A PARTNER’S INTEREST IN THE AGGREGATE 
PARTNERSHIP PROPERTY 


In the case of a transfer of an interest in the aggregate partnership property 
other than a distribution governed under section X757, the following rules 
shall apply : 

(a) Determination of Gain or Loss.—Any gain or loss on the sale or ex- 
change by a partner of his interest in the aggregate partnership property shall 
be treated as capital gain or loss. 

(b) Special Basis Adjustments Affecting Transferee on Any Transfer of 
Interest in the Agg-egate Partnership Property—Where a transferee receives 
any interest in the aggregate partnership property by such means as a sale or 
exchange, a transfer by a decedent to his estate, heir, legatee, or designee, a 
liquidation of a corporation, or a gift, in order that the cost to the transferee 
in the case of a sale, the value of the interest in the case of a transfer at death, 
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or the effect of the transfer in other cases, shall be reflected in the bases of 
the partnership properties (other than money), those bases shall be adjusted 
as follows: 

(1) Aggregate Basis Adjustments——The difference between the amount 
that the transferee’s basis of his interest in the aggregate partnership prop- 
erty would be if determined under section X276 and the transferor’s basis 
of his interest in the aggregate partnership property immediately prior to 
its transfer, shall be added to or subtracted from, as the case may be, the 
bases of the partnership properties (other than money) to the extent of the 
portion, which the transferee would be entitled to receive upon a winding 
up of the partnership, of the bases of those properties. 

(2) Allocation of Additions and Subtractions——Any increase or decrease 
in the bases of the partnership properties by reason of this subsection shall 
be allocated to those properties in accordance with Regulations. 

(3) Basis Adjustments Attributable to Transferee Partner—For the 
purpose of section X752, relating to the computation of a partner’s basis of 
his interest in the aggregate partnership property, in order that the trans- 
feree partner’s basis shall likewise reflect cost in the case of a sale, value in 
the case of a transfer at death, or the effect of the transfer in other cases, 
the adjustments in the bases of the partnership properties shall, in ac- 
cordance with Regulations, be attributable solely to him. 

(4) Effect of Basis Adjustments on Transferee Partner's Distributive 
Share.—For the purpose of section X750(c), relating to the computation 
of a partner’s distributive share of income, gain, or loss, the partnership in- 
come, gain, or loss from the sale and its allowance for the depreciation 
or depletion (other than percentage depletion) as computed under section 
X728 of property, whose basis was adjusted in accordance with this subsec- 
tion, shall be allocated among the partners, in accordance with Regulations, 
so as to reflect the attribution of the basis adjustment solely to the trans- 
feree partner. 

(5) Application of General Rule for Determining Distributive Share.— 
Paragraphs (3) and (4) shall not apply if the partnership agreement spe- 
cifically provides that, in the case of a transferee partner, the general rule 
of section X750(c)(1) shall apply in determining the distributive shares 
of the partners. 

(c) Treatment Where Non-Capital Assets of Partnership Have Increased 
or Decreased Significantly in Value —For the treatment of a sale or exchange 
by a partner of his interest in the aggregate partnership property when there 
has been a significant increase or decrease in the value in the non-capital assets 
of the partnership, see section X760. 


Cross References to Defined Terms Not Contained in Section X12 


Amount Realized: section X203 

Basis: section X276 

Capital Gain: section X225(a) 

Capital Loss: section X225(a) 

Significant Increase in Value of Non-Capital Assets: section X235 
Significant Decrease in Value of Non-Capital Assets: section X235 
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Section X757. DIstTRIBUTION IN WINDING UP OF A PARTNERSHIP OR ON 
RETIREMENT OF A PARTNER OR THE REDUCTION OF HIS INTEREST 


In the case of any distribution by a partnership to a partner in the course of 
winding up the partnership activity or in the course of a partner’s retirement 
from the partnership or the reduction of his interest in the aggregate partner- 
ship property (to the extent that his interest is absorbed by the other partners 
leaving their relative interests with respect to each other the same) the follow- 
ing rules shall apply: 

(a) Gain or Loss to Distributee.— 

(1) Gain Recognized.—Gain shall be recognized to the distributee only 
to the extent of the excess of 

(A) the sum of the money received by him and his share of any part- 
nership obligations assumed by the other partners 

over 

(B) the sum of the basis of his interest in the aggregate partnership 
property and the amount of partnership obligations assumed by him in 
excess of his share of the partnership obligations. 

(2) Loss Recognized.—Loss shall not be recognized, except that if the 
loss exceeds an amount equal to twice the value of the distributed property 
other than money then the entire loss to the distributee shall be recognized. 

(3) Character of Gain or Loss Recognized.—Any gain or loss recognized 
shall be treated as capital gain or loss. 

(b) Basis of Property in Hands of Distributee-— 

(1) Aggregate Unadjusted Basis of Property Received —The aggregate 
unadjusted basis in the hands of the distributee of property other than 
money received as a distribution shall be equal to the excess of 

(A) the sum of (i) his basis of his interest in the aggregate partner- 
ship property, (ii) the amount of any partnership obligations assumed 
by him in excess of his share of the partnership obligation and (iii) any 
gain recognized, 

over 

(B) the sum of (i) any money received by him, (ii) his share of any 
partnership obligations assumed by the other partners, and (iii) any loss 
recognized. 

(2) Receipt of Several Properties——Where several properties other than 
money are received, the aggregate unadjusted basis, as determined under 
paragraph (1), shall be allocated to the properties other than money, in 
accordance with Regulations. 

(c) Adjustments to Bases of Remaining Partnership Properties—In the 
case of a retirement or reduction of interest, in order to reflect the cost to the 
other partners of acquiring the distributee’s interest in the remaining partner- 
ship properties and in order to postpone the recognition of the gain or loss 
resulting from the sale to the distributee of the other partners’ interests in the 
properties distributed, the bases of the remaining partnership properties shall 
be adjusted as follows: 

(1) Increases and Decreases in Bases of Partnership Properties —The 
bases of the remaining partnership properties shall be increased or de- 
creased, as the case may be, by an amount equal to the difference between 
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(A) the sum of (i) any money received by the distributee, (ii) his 
share of any partnership obligations assumed by the other partners, and 
(iii) the partnership’s basis for any distributed property other than 

money, and 

(B) the sum of (i) the distributee’s basis for his relinquished interest 
in the aggregate partnership property and (ii) the amount of partnership 
obligations assumed by the distributee in excess of his share of the part- 
nership obligations. 

(2) Allocation of Increases and Decreases in Bases of Partnership Prop- 
erties.—Any increase or decrease in the bases of the remaining partnership 
properties shall be allocated to the properties in accordance with Regulations. 

(3) Recognition of Gain or Loss to Remaining Partners.— 

(A) Recognition of Gain—To the extent that the amount by which 
the bases of the remaining partnership properties are to be decreased 
under paragraph (1) exceeds the aggregate bases of the remaining part- 
nership properties, the excess shall be recognized as capital gain to the 
partnership. 

(B) Recognition of Loss——If no property other than money remains 
in the partnership, the amount by which the bases of the remaining part- 
nership properties are to be increased under paragraph (1) shall be recog- 
nized as capital loss to the partnership. 

(d) Treatment Where Distributee Reliquishes Only Part of His Partner- 
ship Interest—If the distributee remains a partner but with a reduced interest, 
then in applying the above rules only the basis of the portion of his interest 
relinquished by him shall be used in the computations rather than the basis of 
his entire interest. 

(e) Treatment Where Non-Capital Assets of Partnership Have Increased 
or Decreased Significantly in Value——For the treatment of disproportionate 
distributions in the course of the winding up of the partnership activity or on 
the retirement of a partner or the reduction of his interest when there has 
been a significant increase or decrease in the value in the non-capital assets 
of the partnership, see section X761. 


Cross References to Defined Terms Not Contained in Section X12 


Assumed: section X115(f) 

Basis: section X275 

Capital Gain: section X225(a) 

Capital Loss: section X225(a) 

Obligation: section X115(f) 

Significant Decrease in Value of Non-Capital Assets: section X235 
Significant Increase in Value of Non-Capital Assets: section X235 
Unadjusted Basis: section X276 


Section X758. TREATMENT OF Estate, Herr, LEGATEE, OR DESIGNEE AS A 
PARTNER AND DISTRIBUTIVE SHARE AS INCOME IN RESPECT OF A 
DECEDENT 

(a) Treatment as a Partner and Distributive Share as Income in Respect 


of a Decedent.—lf the estate of a deceased partner has an interest in the 
partnership profits then the estate shall be treated as a partner. Any amounts 
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to which the estate becomes entitled shall be treated as the estate’s distributive 
share of partnership income and the right to receive those amounts shall be 
treated as a right to income in respect of a decedent for the purpose of sec- 
tion X890, except to the extent that any of the factors specified in subsection 
(b) are present. For the purpose of this section, an heir, legatee, or designee 
of a deceased partner shall be treated in the same manner as the estate of the 
deceased partner. 

(b) Factors Preventing Treatment as Partnership Income and as Right to 
Income in Respect of a Decedent.—The factors which shall prevent the treat- 
ment of amounts received by the estate of a deceased partner as a distributive 
share of partnership income and the right to receive those amounts as a right 
to income in respect of a decedent are: 

(1) Payment for Interest in Assets—The amounts in effect represent 
payment for the estate’s net interest, after deducing its allocable share of 
partnership liabilities, in those items of partnership property : 

(A) which immediately prior to the decedent’s death had an unad- 
justed basis in excess of zero, or 

(B) whose initial cost could have been treated as capital expenditures 
under section X166(a) or (c), or 

(C) in respect of which the taking of inventories may be required 
under section X314. 

(2) Determination of Amount Paid Not Dependent on Partnership 
Earnings—The determination of the amount paid is not substantially de- 
pendent upon the estimated or actual earnings of the partnership after the 
death of the deceased partner. 

(3) Prior Agreement to Contrary—The partners had clearly indicated 
in an agreement concluded prior to the decedent partner’s death that they 
did not intend that the amounts should be treated as a distributive share of 
partnership income, and the amounts bear a reasonable relation to the value 
of the decedent’s interest in the partnership properties, including the good 
will. 


Cross References to Defined Terms Not Contained in Section X12 


Right to Income in Respect of a Decedent: section X890(a) (4) 
Unadjusted Basis: section X276 





2. Elective Rules Respecting Contributed Property and Basis Adjustments 


Section X759. Elective Rules Respecting Treatment of Contributed Property 
and Basis Adjustments on Retirement of a Partner or the 
Reduction or Transfer of His Interest 





Section X759. ELectivE RuLEs RESPECTING TREATMENT OF CONTRIBUTED 
PROPERTY AND Basis ADJUSTMENTS ON RETIREMENT OF A PARTNER OR 
THE REDUCTION OR TRANSFER OF HIS INTEREST 


(a) Contributed Property——The partnership and the partners may elect 
to have the partnership treated in accordance with the following rules respect- 
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ing contributed property, in lieu of the treatment accorded in sections X753(d) 
and (e): 

(1) Effect of Contributed Property on Basis of Partner's Interest in 
Aggregate Partnership Property.— 

(A) General Rule—For the purpose of section X752, relating to the 
computation of a partner’s basis of his interest in the aggregate partner- 
ship property, in order that his basis shall reflect the aggregate basis of 
his contribution to the partnership, there shall be allocated, in accordance 
with Regulations, in respect of contributed property to each contributing 
partner’s basis of his interest in the aggregate partnership property an 
amount equal to the amount of money and the basis of the property 
contributed by him. 

(B) Where Distributive Shares Computed in Accordance with Cred- 
ited Values——If the distributive shares of gain or loss with respect to 
contributed property are determined under paragraph (2) (B) (i), in ac- 
cordance with credited values, then the allocation in respect of contributed 
property, under subparagraph (A) shall be increased or decreased, as 
the case may be, by any gain or loss recognized to the contributor under 
paragraph (2)(B)(i). If the distributive shares of allowances for de- 
preciation and depletion of contributed property are determined under 
paragraph (2)(B) (ii) in accordance with credited values, then the allo- 
cation in respect of contributed property under subparagraph (A) shall 
be increased or decreased, as the case may be, by. any difference between 
the partnership allowance for depreciation or depletion (other than per- 
centage depletion) as determined with reference to the credited value of 
the contributed property, and that allowance as determined under section 
X728. 

(2) Effect of Contributed Property on Distributive Share—For the pur- 
pose of section X750)(c)(1), relating to the computation of a partner’s 
distributive share of income, gain, or loss, at the option of the partnership 
the rules of either paragraph (A) or (B) shall apply with respect to con- 
tributed property. 

(A) Computation in Accordance with General Rule—The partner- 
ship gain or loss and its depreciation or depletion (other than percent- 
age depletion (allowance with respect to contributed property, including 
jointly-held contributed property, as determined under section X728, shall 
be allocated among the partners in accordance with the general rule of 
allocation in section X753(d). 

(B) Computation in Accordance with Credited Values— 

(i) Allocation of Gain or Loss—The partnership gain or loss with 
respect to contributed property, including jointly-held contributed prop- 
erty, as determined with reference to the credited value of the con- 
tributed property, rather than under section X728, shall be allocated 
among the partners in accordance with the partnership agreement. Any 
difference between the partnership gain or loss with respect to con- 
tributed property as determined under section X728 and that gain or 
loss as determined with reference to the credited value of the contrib- 
uted property shall be recognized as gain or loss, having the same char- 
acter as the contributed property, to the partner contributing that 


property. 
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(ii) Allocation of Depreciation and Depletion Allowances——The 
partnership allowance for depreciation or depletion (other than per- 
centage depletion) of contributed property, including jointly held con- 
tributed property, as determined with reference to the credited value 
of the contributed property, rather than under section X728, shall be 
allocated among the partners other than the partner contributing that 
property in accordance with the partnership agreement. The distribu- 
tive share of the partner contributing that property of the partnership 
allowance for depreciation or depletion (other than percentage deple- 
tion) of that property shall be determined under section X752(d). Any 
difference between the aggregate amount of allowances allocated to the 
partners under this clause and the partnership allowance for deprecia- 
tion or depletion (other than percentage depletion) for contributed 
property as determined under section X728 shall be recognized as gain 
or loss, having the same character as the contributed property, to the 
partner contributing that property. 

(b) Retirement of a Partner or the Reduction or Transfer of His Inter- 
est—Whether or not an election under subsection (a) is filed, the partner- 
ship and the partners may elect to have the partnership treated in accordance 
with the following rules respecting the retirement of a partner or the reduction 
or transfer of his interest, in lieu of the rules of section X757(c) and 
X756(b) or X760(b) : 

(1) Special Basis Adjustment Affecting Other Partners on Retirement 
of Partner or Reduction of His Interest—In the case of a retirement of a 
partner or the reduction of his interest, in order to reflect the cost to the 
other partners of acquiring the distributee’s interest in the partnership prop- 
erties retained by the partnership and in order to postpone recognition of 
the gain or loss resulting from the sale of the other partners’ interests in 
the properties distributed, without the necessity, however, of adjusting the 
bases of those partnership properties, the bases of the other partners’ inter- 
ests in the aggregate partnership property shall be adjusted by adding to or 
subtracting from each basis an allocable amount of any difference between— 

(A) the sum of (i) any money received by the distributee, (ii) his 
share, of any partnership obligations assumed by the other partners, and 

(iii) the partnership’s basis for any distributed property other than money, 
and 

(B) the sum of (i) the distributee’s basis for his relinquished interest 
in the aggregate partnership property, and (ii) the amount of partner- 
ship obligations assumed by the distributee in excess of his share of the 
partnership obligations. 

The amount to be added or subtracted shall be allocated in proportion to the 

other partners’ respective bases for their interests in the aggregate partner- 

ship property just before the retirement or the reduction in interest. 

(2) Determination of Transferee Partner's Basis on Transfer of Inter- 
est—Where a transferee receives any interest in the aggregate partnership 
property by such means as a sale or exchange, a transfer by a decedent to 
his estate, heir, legatee, or designee, a liquidation of a corporation, or a gift, 
in order that the cost to the transferee partner in the case of a sale, the 
value of the interest in the case of a transfer at death, or the effect of the 
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transfer in other cases, shall be reflected in the basis of his interest in the 
aggregate partnership property, without the necessity, however, of adjust- 
ing the bases of the individual partnership properties, the transferee part- 
ner’s basis of his interest in the aggregate partnership property shall be 
increased or decreased, as the case may be, by an amount equal to the dif- 
ference between 

(A) the amount the transferee’s basis of his interest in the aggregate 
partnership property would be if determined under section X276, and 

(B) the transferor’s basis of his interest in the aggregate partnership 
property immediately prior to its transfer. 

(c) Requirements for Effective Election—tThe election permitted by sub- 
section (a) is independent of the election permitted by subsection (b). Each 
election must be indicated at the time of the partnership’s first return and shall 
be effective only if there is attached to the return a statement signed by all the 
original partners signifying their consent. Each election shall be binding on 
the signers and their assignees or transferees. The Secretary may, however, 
consent to the making of an election subsequent to the filing of the first return 
and to the revocation of an election previously made. 

(d) Carry-over of Net Loss in Excess of Basis—If an election has been 
filed under either subsection (a) or (b), a partner’s distributive share of the 
items of partnership loss computed under section X728 shall not exceed the 
basis of his interest in the aggregate partnership property. If, in computing 
his net income, a partner would have included his distributive share of the 
items of partnership loss but for the fact that it exceeds the basis of his inter- 
est in the aggregate partnership property as the result of the operation of the 
elective rules, then, in accordance with Regulations, that partner shall have a 
carry-over of that amount of loss to be set off only against his distributive share 
of future partnership income or gain and the basis of his interest in the aggre- 
gate partnership property shall not be less than zero. 

(e) Effect of Certain Current Distributions on Basis of Partner’s Interest 
in Aggregate Partnership Property.— 

(1) Recognition of Gain Where Basis Less Than Zero.—lf, as a result 
of a distribution made under section X754, and an election filed under sub- 
section (a) or (b), a partner’s basis for his interest in the aggregate part- 
nership property would be less than zero, then his basis for his interest in 
the aggregate partnership property shall be zero, and he shall recognize a 
capital gain to the extent that his basis, were is not for the provisions of 
this paragraph, would be less than zero. This paragraph shall not apply if 
paragraph (2) is applicable. 

(2) Computation of Basis Where Sale of Depreciable or Depletable 
Property Made to Controlled Partnership.—If the partnership has filed an 
election under subsection (a), and if a distribution is made under section 
X755(c), then for the purpose of only section X752 and subsection (a) (1), 
relating to the computation of a partner’s basis of his interest in the aggre- 
gate partnership property, the following rules shall apply : 

(A) Increase in Aggregate Partnership Basis—For the purpose only 
of section X752 the aggregate basis of all the partnership properties (in- 
cluding money) shall be increased by an amount equal to the basis in the 
hands of the partnership of the property distributed to the transferor 
partner. 
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(B) Decrease in Basis of Transferor’s Interest in Aggregate Partner- 
ship Property—The basis of the transferor partner’s interest in the ag- 
gregate partnership property as determined under section X752, subsec- 
tion (a) (1) and subparagraph (A) shall be decreased by an amount equal 
to the amount by which the aggregate basis of partnership properties is 
increased under subparagraph (A). 


Cross References to Defined Terms Not Contained in Section X12 


Assumed: section X115(f) 

Basis: section X275 

Credited Value: section X753(d) (2) 
Obligation: section X115(f) 





3. Additional Rules Applicable to Transfers of Partnerships Interests, 
Winding Up of Partnerships, and Retirements of Partners Where 
Significant Change in Value of Non-Capital Assets 


Section X760. Treatment of Transfer of a Partner’s Interest in the Aggre- 
gate Partnership Property Where Non-Capital Assets of 
Partnership Have Increased or Decreased Significantly in 
Value 


Section X761. Treatment of Disproportionate Distributions in Winding Up 
of a Partnership or on Retirement of a Partner or the Re- 
duction of His Interest Where Non-Capital Assets of Part- 
nership Have Increased or Deceased Significantly in Value 





Section X760. TREATMENT OF TRANSFER OF A PARTNER’S INTEREST IN THE 
AGGREGATE PARTNERSHIP PROPERTY WHERE Non-CapitaL ASSETS OF 
PARTNERSHIP HAVE INCREASED OR DECREASED SIGNIFICANTLY IN VALUE 


(a) Application of Section—tIn the case of a transfer of an interest in 
the aggregate partnership property the rules of this section shall apply in 
lieu of th rules of section X756 if all of the following conditions exist : 

(1) There has been a significant increase or decrease in value of the 
non-capital assets (excluding depreciable and real property used in the busi- 
ness) of the partnership immediately prior to the transfer. For the purpose 
of this section, stock owned by a partnership in a corporation of limited 
ownership whose non-capital assets have increased or decreased significantly 
in value shall be considered a non-capital asset. 

(2) The transferor owned at least a 10 per cent interest in the aggregate 
partnership property, or owned an interest in the aggregate partnership 
property which would, if it were stock, have been considered as owned (un- 
der the rules of constructive ownership of stock contained in section X533 
(other than subsection (e) thereof) ) by one owning or so considered as 
owning a 10 per cent interest in the aggregate partnership property. 

(b) Determination of Gain or Loss.—In the case of a sale or exchange, the 
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transferor’s gain or loss shall be determined in accordance with the following 
rules : 

(1) Gain or Loss from Partnership Properties —The transferor shall be 
treated as having received his distributive share of the ordinary gain or loss 
and the capital gain or loss which would have been realized by the partner- 
ship on a sale for value of all its properties. For the purpose of this sec- 
tion, the value of all of the partnership’s properties shall be determined 
with reference to the amount realized by the transferor on the transfer of 
his interest in the aggregate partnership property. 

(2) Further Capital Gain or Loss Under Elective Rule-—Where a part- 
nership has filed an election under section X759, the transferor shall be 
treated as having received further capital gain or loss to the extent of the 
difference between the amount realized by him and the basis of his interest 
in the aggregate partnership property, that basis having been adjusted to 
reflect the gains and losses attributed to him under paragraph (1) and in- 
creased by the amount of partnership obligations assumed by the transferor 
in excess of his share of partnership obligations. 

(3) Allocation of Ordinary Gain Over Three-Year Period.—Any amount 
treated as ordinary gain under paragraph (1) may be allocated over a three- 
year period in accordance with section X351. 

(c) Special Basis Adjustments Affecting Transferee on Any Transfer of 
Interest in the Aggregate Partnership Property—Where a transferee re- 
ceives any interest in the aggregate partnership property, by such means as 
a sale or exchange, a transfer by a decedent to his estate, heir, legatee, or 
designee, a liquidation of a corporation, or a gift, in order that the cost to 
the transferee in the case of a sale, the value of the interest in the case of a 
transfer at death, or the effect of the transfer in other cases shall be reflected 
in the bases of the partnership properties (other than money), those bases 
shall be adjusted as follows: 

(1) Aggregate Basis Adjustments to Capital and Non-Capital Assets.— 
The amount of capital gain or loss and ordinary gain or loss which in the 
case of a sale, transfer by death, or corporate liquidation, could have been 
attributed to the transferor under subsection (a)(1) on a sale of a trans- 
ferred interest, shall be reflected respectively in the bases of the partner- 
ship’s capital and non-capital assets to the extent of the portion, which the 
transferee would be entitled to receive upon a winding up of the partner- 
ship, of the bases of those properties. The amount of capital loss and ordi- 
nary loss which in the case of a transfer by gift could have been attributed 
to the transferor under subsection (a) (1) on a sale of a transferred inter- 
est, shall, for the purpose of determining loss, be reflected respectively in 
the bases of the partnership’s capital and non-capital assets to the extent 
of the portion, which the transferee would be entitled to receive upon a 
winding up of the partnership, of the bases of those properties. The preced- 
ing sentence shall not apply if the transferee’s distributive share of the loss 
would be included in the net income of the transferor under section X850, 
relating to the grantor of a trust being treated as the substantial owner. 

(2) Allocation of Additions and Subtractions——Any increase or decrease 
in the bases of the partnership properties by reason of paragraph (1) shall 
be allocated to those properties in accordance with section X756(b) (2). 





9; 
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(3) Adjustments Attributable to Transferee—Any basis adjustments 
made under this paragraph shall for the purpose of section X752, relating 
to the computation of a partner’s basis for his interest in the aggregate 
partnership property, and for the purpose of section X750(c), relating to a 
partner’s distributive share of income, gain, or loss, be attributable solely to 
the transferee in accordance with section X756(b) (3), (4) and (5). 


Cross References to Defined Terms Not Contained in Section X12 


Amount Realized: section X203 

Basis: section X275 

Capital Gain: section X225(a) 

Capital Loss: section X225(a) 

Corporation of Limited Ownership: section X500(k) 

Depreciable and Real Property Used in the Business: section X234 
Non-Capital Assets: section X226(b) 

Obligation: section X115(f) 

Ordinary Gain: section X225(b) 

Ordinary Loss: section X225(b) 

Significant Decrease in Value of Non-Capital Assets: section X235* 
Significant Increase in Value of Non-Capital Assets: section X235* 


SECTION X761. TREATMENT OF DISPROPORTIONATE DISTRIBUTIONS IN WIND- 
ING UP OF A PARTNERSHIP OR ON RETIREMENT OF A PARTNER OR THE 
REDUCTION OF His INTEREST WHERE Non-CapitTat ASSETS OF PART- 
NERSHIP HAVE INCREASED OR DECREASED SIGNIFICANTLY IN VALUE 


(a) Application of Section —In the case of a distribution by a partnership 
to a partner in the course of winding up the partnership activity or in the 


* Section X235. SALE or OTHER DispPosiITION oF ENTIRE BUSINESS INTERESTS. 

<= Se 

(b) Sale of Entire Business Whose Non-Capital Assets Have Increased Significantly in 
Value—lIf a taxpayer sells or otherwise disposes of an entire business whose non-capital 
assets have increased significantly in value, he shall be treated as having separately sold 
or otherwise disposed of the various assets constituting the business. A significant increase 
in value of the non-capital assets of an entire business shall have occurred if the excess of 
the value of the non-capital assets (excluding depreciable and real property used in the 
business and subject to capital gain treatment under section X234) over the basis for deter- 
mining gain thereof exceeds both— 

(1) twenty per centum of the bases of those non-capital assets, and 

(2) ten per centum of the value of all the assets of the business less its liabilities. 
Any resulting gain of a person, which under this paragraph is ordinary gain, may be allo- 
cated over a three-year period as provided in section X351. 

(c) Sale of Entire Business Whose Non-Capital Assets Have Decreased Significantly 
in Value.—If a taxpayer sells or otherwise disposes of an entire business whose non-capital 
assets have decreased significantly in value, he shall be treated as having separately sold 
or otherwise disposed of the various assets constituting the business. A significant decrease 
in value of the non-capital assets of an entire business shall have occurred if the excess of 
the basis for determining loss of the non-capital assets (excluding depreciable and real 
property used in the business and subject to capital gain treatment under section X234) 
over the value thereof exceeds both— 

(1) twenty per centum of the bases of those non-capital assets, and 
(2) ten per centum of the value of all of the assets of the business less its liabilities. 


(d). 
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course of a partner’s retirement from the partnership or the reduction of his 
interest in the aggregate partnership property (to the extent that his interest 
is absorbed by the other partners leaving their relative interest with respect to 
each other the same) the rules of this section shall apply in lieu of the rules 
of section X757 if all of the following conditions exist : 

(1) There has been a significant increase or decrease in value of the 
non-capital assets (excluding depreciable and real property used in the busi- 
ness) of the partnership immediately to the distribution. For the purposes 
of this section, stock owned by a partnership in a corporation of limited 
ownership whose non-capital assets have increased or decreased significantly 
in value shall be considered a non-capital asset. 

(2) The distribution is disproportionate. For the purpose of this sec- 
tion a distribution shall be disproportionate, if, as a result of the applica- 
tion of the rules of section X757(b) and (c), a sale, immediately following 
the distribution, of both the assets received by the distributees, and the as- 
sets remaining in the partnership, would not result in the recognition of 
an amount of ordinary gain or loss substantially similar to the amount of 
ordinary gain or loss the partnership would have recognized if the partner- 
ship had sold for value all of its non-capital assets immediately before the 
distribution. 

(3) The distributee owned at least a 10 per cent interest in the aggregate 
partnership property, or owned an interest in the aggregate partnership prop- 
erty which would, if it were stock, have been considered as owned (under 
the rules of constructive ownership of stock contained in section X533) 
by one owning or so considered as owning a 10 per cent interest in the aggre- 
gate partnership property. 

(b) Gain or Loss to the Distributee—The distributee shall be treated as 
if he had sold his interest in the aggregate partnership properties and, except 
as provided in this paragraph, gain or loss shall be recognized under section 
X760(b). Any capital gain attributed to the distributee under section X760 
(b)(1) shall, however, be recognized only to the extent that it exceeds an 
amount equal to the value of any capital assets distributed. Any amount rec- 
ognized as ordinary gain under this subsection may be allocated over a three- 
year period in accordance with section X351. 

(c) Basis of Property in Hands of Distributee —The respective unadjusted 
bases of any non-capital or capital assets received as a distribution shall be 
equal to their value increased by the amount of any partnership obligations 
assumed by the distributee in excess of his share of the partnership obliga- 
tions and decreased, in the case of capital assets, by any capital gain attributed 
to the distributee under section X760(b)(1) but not recognized under sub- 
section (b). 

(d) Adjustments to Bases of Remaining Partnership Property—In the 
case of a retirement or a reduction of interest, the bases of the remaining 
partnership properties shall be adjusted as follows: 

(1) Increases and Decreases in Bases of Remaining Partnership Non- 
Capital and Capital Assets ——The bases of any remaining partnership non- 
capital or capital assets shall 

(A) be increased respectively by (i) any ordinary or capital gain 

(other than that recognized under section X760(b)(2)) recognized to 











1954] FEDERAL INCOME TAX TREATMENT OF PARTNERSHIPS 189 


distributee and (ii) the excess, if any, of the basis in the hands of the 
partnership of any distributed non-capital or capital assets, over the basis 
thereof in the hands of the distributee, 
and shall 
(B) be decreased respectively by (i) any ordinary or capital loss (other 
than that recognized under section X760(b) (2) ) recognized to the distrib- 
utee and (ii) the excess, if any, of the basis in the hands of the distributee 
of any distributed non-capital or capital assets, over the basis thereof in 
the hands of the partnership. 

(2) Allocation of Increases and Decreases in Bases of Remaining Non- 
Capital and Capital Assets—Any increase or decrease in the bases of the 
remaining partnership non-capital or capital assets shall be allocated in ac- 
cordance with Regulations. 

(3) Recognition of Ordinary or Capital Gain or Loss to Remaining Part- 
ners.—To the extent that the amount by which the bases of the remaining 
partnership non-capital assets or capital assets are to be decreased under 
paragraph (1) exceeds the aggregate bases of the remaining partnership 
non-capital or capital assets, the excess shall be recognized as ordinary or 
capital gain respectively to the partnership. If no non-capital or capital as- 
sets remain in the partnership, the amount by which the bases of the re- 
maining partnership non-capital or capital assets are to be increased shall be 
recognized as ordinary or capital loss respectively to the partnership. 

(4) Allocation of Ordinary Gain Over Three-Year Period—Any amount 
treated as ordinary gain to the partnership under paragraph (3) may be 
allocated over a three-year period in accordance with section X351. 

(e) Treatment Where Distributee Relinquishes Only Part of His Partner- 





ship Interest—If the distributee remains a partner but with a reduced inter- 
est, then in applying the above rules only the basis of the portion of his inter- 
est relinquished by him shall be used in the computations rather than the basis 


of his entire interest. 


Cross References to Defined Terms Not Contained in Section X12 


Basis: section X275 

Capital Assets: section X226(a) 

Capital Gain: section X225(a) 

Capital Loss: section X225(a) 

Corporation of Limited Ownership: section X500 (k) 

Depreciable and Real Property Used in The Business: section X234 
Non-Capital Assets: section X226(b) 

Obligation: section X115(f) 

Ordinary Gain: section X225(a) 

Ordinary Loss: section X225(b) 

Significant Decrease in Value of Non-Capital Assets: section X235 
Significant Increase in Value of Non-Capital Assets: section X235 




















The Income Tax And Purchases Of 
Property By Non-Commercial 
Annuity Agreements 
JOHN T. LOWRY 


k, 64 years of age, owns an office building with a basis of $50,000 in 
his hands and a fair market value of $100,000. E desires to purchase this 
building, and the parties negotiate a transaction whereby F will transfer 
the building to E in return for E’s promise to pay R an annual amount for 
life, such amount to be determined by reference to the fair market value of 
the building and the tables evaluating annuities set forth in the Regula- 
tions.’ The annual payments to R pursuant to this agreement are fixed at 
$12,271.63 a year.” 

At the moment of this transfer the wheels of the tax machinery begin to 
grind, and both RF and E£ are confronted with possible tax consequences. 
The purpose of this paper is to examine the income tax position of the 
transferee, E, in this transaction.* The scope of this paper has been further 
limited by the factual situation under consideration. The annual payments 
have been computed with reference to the value of the transferred build- 
ing and the life expectancy of the transferor, and no element of gift is 
involved.* 

The problems which confront E, the transferee, in this transaction are: 

1. How shall he treat the annual payments made pursuant to the agree- 
ment ? 

2. What is his basis in the transferred property for the purpose of de- 
termining gain or loss and for the purpose of depreciation ? 


Joun T. Lowry (B.A., New York University, 1943; LL.B., Columbia Law School, 
1948; LL.M. in Taxation, New York University School of Law, 1953) is a member of 
the New York Bar. 

1 Reg. 105, Sec. 81.10(i). 

2 The annual payments are computed by reference to Table A of the regulation referred 
to in note 1 supra, as follows: 

Present value ($100,000)—= Col. 2 Table A (8.14888) x Annual payments (X); Annual 
payments (X)=—$12,271.63. 

3 For a discussion of the income tax consequences to the transferor, see Galvin, Income 
Tax Consequences of Agreements Involving Non-Commercial Annuities, 29 Texas L. 
Rev. 469 (1951). 

4 For a discussion of the gift and estate tax consequences in this type of situation, see 
McClure, Estate and Gift Tax Aspects of Intra-Family Annuities, 17 Bar A. or Kan. 397 
(1949). , 
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1. TREATMENT OF THE ANNUAL PAYMENTS BY E 


Before examining the tax consequences to E£ in this transaction, it is 
interesting and essential to understand first the tax consequences which 
result to R on the other side of the transaction. Pursuant to the terms of 
the agreement F has agreed to accept annual payments computed on his 
life expectancy and bearing a direct relationship to the value of the building 
sold, and seemingly is in the same position he would be in if he had sold 
his building for $100,000 cash and then with the proceeds had purchased 
an annuity ° from a commercial company.® For the purpose of taxing the 
annual payments to R, he is treated as if this two-step transaction had taken 
place, and under the provisions of section 22(b) (2) (A) of the Code these 
annual payments are taxed to the extent of three per cent of the cost’ of 
the annuity.*® 

Application of the three per cent rule to the annual sums received by R 
presupposes that a portion of the annual payments represents interest, and 
logic and consistency would seem to dictate that E should receive the benefit 
of an interest deduction for that portion of the payments allocated to in- 
terest. In an early case ° the Board of Tax Appeals, with seven dissents, 
held that a portion of the annual payments was deductible as interest, and 
the decision was affirmed by the Second Circuit Court of Appeals. But the 
courts have consistently refused to follow this view of the Board,*° and 


5 Reg. 118, Sec. 39.22(b) (2)-2: “As used in section 22(b)(2)(A), ‘amounts received 
as an annuity under an annuity or endowment contract’ means amounts (based on a com- 
putation with reference to life expectancy and mortality tables and payable over a period 
longer than one year) received in periodical installments, whether annually, semi-annually, 
quarterly, monthly, or otherwise.” 

6 If R follows this procedure, there is no question that R realizes gain or loss on the 
transfer of the property under I.R.C. §111, and that his annual payments will be taxed 
under I.R.C. §22(b) (2) (A). 

7 Cost probably would be the fair market value of the property transferred. Beattie v. 
Comm’r, 159 F.2d 788 (6th Cir. 1947) ; F. A. Gillespie v. Comm’r, 151 F.2d 903 (10th Cir. 
1946), cert. denied, 328 U.S. 839 (1946) ; Rev. Rul. 239, 1953 Int. Rev. Buty. No. 23 at 4 
(1953). Where the market value of the property transferred is not equal to the cost of 
the annuity, some argument might be raised that cost should be fixed by the appropriate 
Estate Tax Tables or by reference to the cost of a comparable commercial annuity. Ray- 
mond v. Comm’r, 114 F.2d 140 (7th Cir. 1940), cert. denied, 311 U.S. 710 (1940) ; Updike 
v. Comm’r, 88 F.2d 807 (8th Cir. 1937), cert. denied, 301 U.S. 708 (1937); Estate of 
Koert Bartman, 10 T.C. 1073 (1948) Acq., 1948-2 Cum. Buty. 1; Estate of Sarah A. 
Bergan, 1 T.C. 543 (1943) Acq., 1943 Cum. Butt. 2. 

8 Ware v. Comm’r, 159 F.2d 542 (5th Cir. 1947) ; Maud Gillespie v. Comm’r, 128 F.2d 
140 (9th Cir. 1942) ; Raymond v. Comm’r, 114 F.2d 140 (7th Cir. 1940), cert. denied, 311 
U.S. 710 (1940) ; Florence L. Klein, 6 B.T.A. 617 (1927) ; Rev. Rul. 239, supra note 7. 

®Comm’r v. John C. Moore Corp., 42 F.2d 186 (2d Cir. 1930), affirming 15 B.T.A. 
1140 (1929) Nonacq., VIII-2 Cum. Butt. 67 (1929). 

10 Gillespie & Sons Co. v. Comm’r, 154 F.2d 913 (10th Cir. 1946), cert. denied, 329 U.S. 
781 (1946) ; Scott v. Comm’r, 29 F.2d 472 (7th Cir. 1928) ; Steinbach-Kresge Co. v. Stur- 
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the weight of the decisions has refused to allow any interest deduction to 
the obligor under a non-commercial annuity agreement. The courts in dis- 
allowing the deduction have reasoned that the future payments are con- 
tingent and that no indebtedness within the meaning of the interest deduc- 
tion statute arises. 

The apparent inconsistent treatment of these annual payments to the 
transferor and transferee is highlighted in Edwin M. Klein,** where the 
Court refused an interest deduction, although in an earlier case * involving 
the same transaction, the Court had held that a portion of the annual pay- 
ments was taxable to the beneficiary of such payments. The Court main- 
tained that the cases were not inconsistent, reasoning that the payments in 
the earlier case represented “discount” not “interest” and were therefore 
not “interest” to the obligor.** 

The results reached in these cases seem to be completely unrealistic as 
well as inconsistent, and a careful examination of the cases suggests that 
the courts have failed to distinguish and to treat differently the case in- 
volving an annuity, computed on cost and life expectancy, and the case 
involving a promise of fixed payments intended as a substitute for annual 
income. The decisions refusing an interest deduction may be restricted by 
their factual situations and perhaps often are cited and accepted for broader 
principles than are applicable.** 


gess, 33 F.Supp. 897 (D.N.J. 1940) ; Reliable Incubator & Brooder Co., 6 T.C. 919 (1946) ; 
Edwin M. Klein, 31 B.T.A. 910 (1934), aff'd, 84 F.2d 310 (7th Cir. 1936); Victor J. 
Evans, 23 B.T.A. 156 (1931). 

11 31 B.T.A. 910 (1934), aff’d, 84 F.2d 310 (7th Cir. 1936). 

12 Florence L. Klein, 6 B.T.A. 617 (1927). 

13 For similar inconsistent treatment involving one transaction, cf. Gillespie & Sons Co. 
v. Comm’r, 154 F.2d 913 (10th Cir. 1946), cert. denied, 329 U.S. 781 (1946), F. A. Gil- 
lespie v. Comm’r, 151 F.2d 903 (10th Cir. 1946), cert. denied, 328 U.S. 839 (1946), and 
Maud Gillespie v. Comm’r, 128 F.2d 140 (9th Cir. 1942). 

14. See cases cited in note 10 supra. The Gillespie case involved a transfer of property 
with a value of $1,464,240.22 for two annuities paying $15,000 annually and valued at 
$350,287.50. In the Scott case a father transferred a business interest worth many times 
more than the value of the annuity, which was equal to the annual drawing account of the 
father from the transferred business. The Steinbach-Kresge case involved the transfer of 
stock for annual payments which approximated the annual income from the stock. The 
Reliable Incubator case involved the settlement of a debt of $26,830.76 for annual pay- 
ments which, computed actuarily, equaled $20,474.47. The Klein case dealt with a will 
dispute where the estate was approximately three million dollars and the value of the 
annuity payments in settlement of the dispute was put at $57,753.50. In Evans the value 
of the stock transferred was not proved and the Court said that even if the interest deduc- 
tion was proper, there was no basis on which to compute it. 

The Reliable Incubator case, in which an amount approximating full consideration was 
paid for the annual payments, is the only case which is similar to the hypothetical case. 
The Moore case, note 9 supra, involved the transfer of property worth $80,000 for the 
promise of annual payments valued actuarily at $106,173.96. The Court held that the 
parties could ignore the mortality tables and fix the annual payments on the life expectancy 
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In Steinbach Kresge,” for example, where the Court refused an interest 
deduction in a broad opinion examining the tax problems arising in the 
situation under consideration, it viewed this problem as the modern coun- 
terpart of the historical family agreement under which an aging parent 
transferred his lands to his issue in return for an annuity fixed on the ex- 
pected income from the land. In such a situation perhaps the interest factor 
was not in the contemplation of the parties to the agreement, and it may be 
assumed that the arrangement for deferred periodic payments was made 
for the benefit of the annuitant out of family love and affection. But to 
apply the decision of this case to the hypothetical case under consideration, 
where an arm’s-length bargain has been consummated and where the par- 
ties have been motivated by business considerations and the desire for 
profit, is improper. It is true from an economic standpoint that the trans- 
feror, agreeing to receive annual payments instead of a lump-sum payment 
for his property, expected that interest would be paid to him for the use of 
his money over the period of his life; and it would seem to follow legally 
that the portion of each payment representing interest should be deductible 
to the obligor. But parties entering into these agreements must be aware 
that courts have refused to allow an interest deduction to the obligor in the 
majority of cases, and although logic may support the deduction in their 
particular case, stare decisis stands in the way. 

A further income tax problem arises in connection with the annual pay- 
ments made by E in the hypothetical case under consideration at the point 
where the annual payments made by him equal the fair market value of 
the property received. Assuming that R survives, at the end of eight years 
E will have paid a total of $98,173.04, all of which will be treated as pay- 
ment of the purchase price if the interest deduction has been disallowed. 
In the ninth year, therefore, E will complete the payment of $100,000, the 
fair market value of the building purchased, and will thus have paid $10,- 
444.67 in excess of the market value of the building at the end of the ninth 
year. The question then arises: how shall E treat this $10,444.67 payment 
and all future payments? Are they deductible losses to him?**® If these 
excess payments are not deductible losses, how shall they be treated ? 

As indicated by the previous discussion of the treatment of the annual 
payments, the courts have adopted two divergent concepts of this type of 
transaction, and the treatment of the excess payments will depend upon the 


of the particular annuitant, taking into consideration her health, and allowed the interest 
deduction. The Reliable Incubator case distinguished the Moore case by saying that in- 
terest deductibility was not in question in Moore. This statement would appear to be 
inaccurate. 

15 33 F.Supp. 897 (D.N.J. 1940). 

16 T.R.C. §23(e). 
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concept accepted by the courts. In allowing a loss deduction for all pay- 
ments in excess of the fair market value of the transferred asset, the courts 
have viewed this transaction as an “annuity venture,’ whereby the parties 
have placed themselves in the same position as if the building had been sold 
for cash and an annuity had then been purchased. The courts thereby find 
that the annuity agreement is issued for a determinable consideration, 
namely the fair market value of the building, and that all payments in ex- 
cess of this consideration are deductible losses in a transaction entered into 
for profit.** In disallowing any loss for payments in excess of the fair 
market value of the building, the courts have accepted and stressed the 
“capital expenditure” theory, treating each annual payment as an instal- 
ment payment on the purchase price. Under this concept of the transaction, 
each annual payment increases the basis of the property in the hands of the 
transferee, E, and no loss deduction is allowed, since in fact there can be 
no excess of payments over the consideration received.** 

In at least two cases *® where the court accepted the capital expenditure 
theory, the courts suggested that where the value of the property trans- 
ferred for the annuity is fixed and determined, the courts should apply the 
annuity venture theory. But an examination of the cases discloses that the 
suggestion of the courts in these cases is not always followed. The courts 
have applied the capital expenditure theory even where the value of the 
property transferred for the annuity was shown; * and the weight of the 
cases would seem to accept and support this theory. 

It is interesting to note, however, that in all of the cases in which the 
capital expenditure theory has been followed, the transferee continued to 
hold the property at the time that the question of deductibility arose. Thus, 
it is possible that the courts may have been influenced by the fact that the 
taxpayer would receive a compensating tax benefit by having the basis of 
the property in his hands increased on disposition of the property in the 
future. In the light of the suggestion that where the value of the property 
was fixed and determined the annuity venture theory should be applied, it 
is interesting to conjecture whether the courts would have applied this 
concept if the property had been sold and basis for gain or loss determined 


17 Comm’r v. John C. Moore Corp., 42 F.2d 186 (2d Cir. 1930), affirming 15 B.T.A. 
1140 (1929) Nonacq., VIII-2 Cum. Buty. 67 (1929); I.T. 1242, I-1 Cum. But. 61 
(1922) ; I.T. 1484, I-2 Cum. Butt. 67 (1922). 

18 See cases cited in note 10 supra. The Steinbach-Kresge case discusses the relative 
merits of the annuity venture and capital expenditure theories and cites the cases in sup- 
port of each theory. 

19 Steinbach-Kresge Co. v. Sturgess, 33 F.Supp. 897 (D.N.J. 1940) ; Victor J. Evans, 
23 B.T.A. 156 (1931). 

20 Gillespie & Sons Co. v. Comm’r, 154 F.2d 913 (10th Cir. 1946), cert. denied, 329 U.S. 
781 (1946) ; Reliable Incubator & Brooder Co., 6 T.C. 919 (1946). 
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prior to the raising of the question of deductibility of excess payments. At 
this point it could hardly be said that these excess payments represented a 
capital expenditure, since the transferee no longer continued to hold the 
property. But the question has never been litigated and remains open. As 
a matter of convenience to the taxpayer involved and the administration 
of the tax laws, deductibility of the excess payments would seem to be the 
preferable treatment ; otherwise the basis question remains open until the 
death of the transferor, and until that time gain or loss, or some adjust- 
ment, would be possible on the prior sale.” 

Some hope for E’s right to claim a deduction for his excess payments 
in the ninth year and all subsequent years may be found in the recent case 
of Donald H. Sheridan.” In that case the taxpayer and his uncle purchased 
the one-third share of an aunt in certain real property, executing in part 
consideration therefor a purchase money mortgage in the amount of $100,- 
000. Nine years later the aunt released $60,000 of the mortgage obligation 
in return for annual payments, which had an actuarial value approximating 
the released share of the mortgage. The Commissioner argued that pay- 
ments in excess of the $60,000 were capital expenditures and were, in fact, 
adjustments of the purchase price of the real estate. The Court rejected 
the Commissioner’s contention and allowed a loss under section 23(e) (2) 
as a loss incurred in a transaction entered into for profit. The Court cited 
a 1922 income tax ruling ** to support its position, and found further that 
the evidence conclusively showed that the purchase price of the property 
had been agreed upon and fixed and that there was no intention to adjust it. 

In the light of the Sheridan case, E could probably protect himself by 
clearly setting forth in the purchase agreement that the purchase price of 
the building is fixed in accordance with its fair market value and is not 
subject to adjustment. The agreement should also clearly express the fact 
that the annuity is computed in accordance with the agreed price. By this 
procedure E would seem to provide the necessary evidence to protect him- 
self against any claim by the Commissioner that payments in excess of 
$100,000 were adjustments of the purchase price and therefore not de- 
ductible. Perhaps, if extreme caution were considered necessary, R might 
take back a purchase money mortgage of $100,000 on the sale of the build- 
ing and then release the mortgage in return for the annuity. But such an 
intermediate step would seem to be unnecessary if the parties are careful 


21 The basis question is discussed infra. 

2218 T.C. 381 (1952) Acq., 1952-2 Cum. Butt. 3. 

23 [.T. 1242, I-1 Cum. Buu. 61 (1922): “When the total amount paid equals the prin- 
cipal sum paid to the taxpayer, the installments thereafter paid by him will be deductible 
as a business expense, in case he is engaged in the trade or business of writing annuities; 
otherwise they may be deducted as a loss, provided the transaction was entered into for 
profit.” 
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in setting up the transaction to express clearly the annuity concept in the 
transaction and to conform to the opinion in the Sheridan case. 

In cases similar to the hypothetical case where the parties enter into an 
arm’s-length transaction and where the annual payments are computed with 
regard to the life expectancy tables and the fair market value of the prop- 
erty transferred, the application of the annuity venture theory would seem 
to be preferable and proper. Both parties are gambling on the longevity of 
the annuitant and hoping for a bargain depending upon such life span. 
This is a transaction entered into for profit and there is no element of testa- 
mentary disposition or of gratuity. The parties have spelled out an intent 
to emphasize the annuity features of the transaction, and this intent should 
be recognized. 


2. THE TRANSFEREE’sS BASIS IN THE TRANSFERRED PROPERTY 


For the purpose of determining the basis of E in the transferred prop- 
erty, as in the determination of the tax treatment to be accorded the annual 
payments made by E£, it is important and essential first to understand the 
tax consequences to FR in this transaction. R has transferred a building 
with a basis of $50,000 and a fair market value of $100,000 in return for 
a promise of annual payments, which payments have been computed with 
reference to the $100,000 fair market value of the building. At first glance, 
it would appear that FR has realized a $50,000 gain measured by the differ- 
ence between his $50,000 basis in the building and the fair market value of 
the property received, namely, the present value of the annuity, $100,000. 
Thus, it would follow that E has purchased the building for $100,000, 
giving him that basis in the acquired property.” 

But, unfortunately, such a transaction is not viewed that simply by the 
courts, and a long line of cases has held that no taxable event occurs upon 
the transfer of property for an individual’s promise to pay a fixed sum for 
and during the life of the transferor.** The courts have ruled that the 
transferor receives nothing in exchange for the transferred property but 
an unsecured promise, without assurance that the individual has the con- 


247.R.C. §111. Reg. 118, Sec. 39.111-1 provides: “The fair market value of property 
is a question of fact, but only in rare and extraordinary cases will property be considered 
to have no fair market value.” 

25 T.R.C. §113(a). 

26 Comm’r v. Estate of Bertha F. Kann, 174 F.2d 357 (3d Cir. 1949) ; Evans v. Rothen- 
sies, 114 F.2d 958 (3d Cir. 1940); Hill’s Estate v. Maloney, 58 F.Supp. 164 (D.N.J. 
1944) ; Bella Hommel, 7 T.C. 992 (1946) Nonacq., 1947-1 Cum. Butt. 5, Nonacq. with- 
drawn and Acq., 1950-2 Cum. Butt. 3; Frank C. Deering, 40 B.T.A. 984 (1939) Nonacq., 
1940-1 Cum. Butt. 6, Nonacq. withdrawn and Acq., 1950-2 Cum. Butt. 2; J. Darsie 
Lloyd, 33 B.T.A. 903 (1936) Nonacq., XV-2 Cum. Butt. 39 (1936) Nonacq. withdrawn 
and Acq., 1950-2 Cum. Butt. 3. 
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tinued ability to carry out his promise, and have refused to apply a value 
to the annuity. Apparently this same result will be reached even if there 
is little or no doubt of the solvency of the obligor * as long as he is an 
individual, but if the obligor is a corporation, a different result is possible 
regardless of the corporation’s financial stability.** 

In situations other than the original sale transaction, the courts have 
found no difficulty in evaluating these individual promises, and some ques- 
tion of the consistency of the courts in these cases may be raised. For pur- 
poses of determining the value of a gift where there has been a transfer of 
property in excess of the actuarial value of the promise to pay annual 
amounts, the courts have had no difficulty in evaluating such promise.” 

In certain cases where the property has been disposed of by the trans- 
feree, at least one court appears willing to evaluate the promise to pay. 
But in the initial exchange no valuation will be fixed and no gain or loss 
will be recognized. The problem thus arises: what basis will E assume in 
the transferred property for purpose of determining gain or loss on a sub- 
sequent sale or exchange and upon what basis will he compute his annual 
depreciation ? 

As discussed in the previous section of this paper, the majority of the 
cases dealing with this type of situation adhere to the capital expenditure 
theory and treat each annual payment as part of the purchase price to E, 
the basis of the property to E therefore increasing annually with each pay- 
ment. But suppose E disposes of the building prior to R’s death and before 
E’s obligation to pay the annuity has terminated. To illustrate the problem, 
assume that after one year E sells the building to a third party for $115,- 
000. At the time of this subsequent sale E has paid a total of $12,271.63 
to R, but in accordance with the original agreement E has an obligation 
to continue these annual payments to R during his life. What gain should 
E report on this subsequent transaction? If E had received a basis for the 
value of the annuity worth $100,000, then his gain on this transaction 
would be $15,000; if E determines his gain on the total amounts paid to 
the date of this subsequent sale, then his gain on this transaction is $102,- 
728.37. The range of possible tax liability is great and presents a con- 
siderable problem to E. 


27 In J. Darsie Lloyd, 33 B.T.A. 903 (1936), the obligor was Harold Lloyd, the moving 
picture actor. 

28 Guaranty Trust Company, 15 B.T.A. 20 (1929); G.C.M. 1022, VI-1 Cum. Butt. 
12 (1927). 

29 Estate of Koert Bartman, 10 T.C. 1073 (1948) Acq., 1948-2 Cum. Butt. 1; Estate 
of Sarah A. Bergan, 1 T.C. 543 (1943) Acq., 1943 Cum. Butt. 2. 

80 Nelson Trottman, 3 TCM 316 (1944) ; G.C.M. 11655, XII-1 Cum. Butt. 159 (1933) ; 
I.T. 2689, XII-1 Cum. Butt. 160 (1933). 
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It may be argued, and one case has supported the idea,®* that E’s basis 
in the property should be determined by reference to the total amount of 
payments actually made during the life of R. The determination of gain 
or loss under this approach to the problem would have to await the death 
of the annuitant; but the supporters of this theory argue that this is the 
only method to determine basis correctly, and that nothing in the law of 
taxation precludes the determination of tax liability many years after the 
original transaction. And this approach to the basis problem appears to be 
consistent with the capital expenditure theory, which holds that each annual 
payment represents a portion of the cost to the transferee. 

The Internal Revenue Service has stated its position in this matter,** and 
it would determine basis by totaling the actual payments made prior to the 
subsequent transfer of the property and adding to that the present value 
of the future payments based upon the life expectancy of R. The Tax 
Court, in a memorandum opinion,** expressed a view similar to the Serv- 
ice’s position when required to fix the basis of a transferee in a contract 
for the purpose of determining the amount of offset against profits to which 
the taxpayer was entitled. The Court said that the basis of the property to 
the transferee should be determined by reference to the payments to be 
made over the life expectancy of the annuitant discounted to the date the 
contract was entered into. In a later case which came before the Tax 
Court,** the Court determined that the transferee’s basis of the property 
for the purpose of determining gain or loss was the total of the payments 
actually made, denying the taxpayer’s contention that a larger amount, 
based upon the cost of an annuity providing payments of the same amount 
for the life expectancy of the annuitant, should be used. This case prob- 
ably is distinguishable, however, since it appears that the annuitant had 
died prior to the subsequent sale of the property by the transferee, and 
the total amount of payments under the original annuity agreement was 
determinable. 

The dearth of cases dealing with the transferee’s basis problem and the 
lack of any clear and definite opinion upon which a taxpayer may rely in 
this type of transaction leave E confused and uncertain. But his position 
may be even further complicated by the death of FR at any time prior to or 
after the expiration of his computed life expectancy. Assume that E has 
sold the building after holding it for a year and that he has paid a total of 
$12,271.63 to R during that first year. E pays a similar amount during 


81 Steinbach-Kresge Co. v. Sturgess, 33 F.Supp. 897 (D.N.J. 1940). 

82G.C.M. 11655, XII-1 Cum. Burr. 159 (1933); I.T. 2689, XII-1 Cum. Butt. 160 
(1933). 

88 Nelson Trottman, 3 TCM 316 (1944). 

84D. Bruce Forrester, 4 T.C. 907 (1945) Acq., 1945 Cum. Butt. 3. 
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the next year and at the end of the second FR dies. E has paid a total of 
$24,543.26 during the life of R, and now his obligation under the original 
agreement has ceased. 

Assume that on the subsequent, sale by E, the court fixed his basis for 
determining gain by computing the actuarial value of the annuity and add- 
ing to that amount the annual payment made during the first year. This 
would give E a basis of approximately $100,000 as his annual obligations 
had originally been computed on that amount. It would seem then that E 
has realized a gain measured by the difference between the basis with which 
he was credited on the sale and the actual amount of payments which he 
made during the life of R. Assume, on the other hand, that after the sub- 
sequent sale FR continues to live beyond his life expectancy, so that the total 
amount of payments made by E exceeds the basis with which he was cred- 
ited. Then it would seem that E has realized a loss measured by the differ- 
ence between the actual amount of payments made during the life of R 
and the basis with which he was credited on the sale. In the light of the 
expressed preference of the courts for the capital-expenditure approach to 
this type of situation, it is difficult to understand how the courts could 
allow a loss deduction under the circumstances. As was suggested earlier 
in this paper,®® perhaps the courts would characterize this transaction as an 
annuity venture if a determination of basis had been made on a sale prior 
to the raising of the loss deduction issue. 

From this brief examination of the complexities which may arise where 
the basis for gain or loss is determined by actuarial values, it might be 
assumed that the solution to the problem lies in the suggestion to defer any 
gain or loss computation until the death of the annuitant. Although this 
system would remove the problem of readjusting the gain or loss at some 
later date, it would nevertheless lead to administrative difficulties, especially 
with regard to the depreciation problem, examined later in this paper, which 
must arise from delay in taxing the property transfer. If this system is 
the preferable one, however, the solution may be in having the transaction 
reported as an information item in the return for the year of sale and all 
subsequent years until the death of the transferor, with a tolling of the 
statute of limitations on assessment and collection of any deficiency until 
a period two or three years subsequent to the death of the transferor. 

The American Law Institute has examined this type of transaction and 
in a proposed income tax statute *° has suggested a treatment which appears 
to be realistic and sound. Under this proposed plan the transferee, E, 


35 See discussion supra. 
86 A.L.I., FEpERAL Income Tax Statute §X126, 41-45; 253-264. (Tent. Draft No. 6, 


1952). 
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would treat the value of the annuity as his cost of the property, and he 
would therefore obtain an immediate basis for gain or loss and deprecia- 
tion. In the event that the annuitant died while the transferee held the 
property, an adjustment would be made to the basis to reflect the actual cost 
of the property. If the annuitant died soon after the annuity agreement 
was entered into and if depreciable property was involved, it might be 
possible that the adjustment to basis would exhaust all of the remaining 
basis after depreciation and still leave some adjustment unused. In such a 
case, the adjustment would be applied to reduce the basis of other property 
in the hands of the taxpayer. The proposed statute does not determine 
what adjustment would or could be made if the taxpayer owned no other 
property. 

If the property is transferred prior to the annuitant’s death, any eventual 
difference between the original basis to E and the total amount of his an- 
nuity payments will be treated as mortality gain or loss, the gain to be 
included at the death of the annuitant and the loss to be deducted in each 
of the years that a payment is made after the annuitant has passed his life 
expectancy.*” 

The proposed statute has been drafted in general terms and it is sug- 
gested that regulations should provide for the specific application of its pro- 
visions. Perhaps it would be more desirable to have a rather specific statute 
to point out the tax liabilities of the parties in this type of transaction. 
However, the adoption of the American Law Institute plan would be a 
right step in overcoming the confusion and economic unreality of the pres- 
ent law as it is applied by the courts. 

The advantage of treating the original transfer as a taxable event so as 
to give the transferred property a basis in the hands of E is more clearly 
understood when the problem of annual depreciation is examined. Going 
back to the original hypothetical case, if the proposition is accepted that 
the basis of the property to E depends upon the actual amount of annual 
payments made, then the basis of E in the transferred building at the end 
of the first year is $12,271.63. Since the Code ** provides that the basis 
upon which depreciation shall be computed is the same as the basis for gain 
or loss, it would follow that E would compute his depreciation at the end of 
the first year on $12,271.63. At the end of the second year E would have a 
greater amount of depreciation because of his additional payments to R, 
and each succeeding year the depreciation allowance would increase. Basis 


87 The mortality gain or loss probably will be taxed as capital or ordinary gain or loss, 
depending upon the treatment accorded the original transaction. Cf. Frederick R. Bauer, 
15 T.C. 876 (1950), rev'd 193 F.2d 734 (2d Cir. 1952), aff'd sub nom. Arrowsmith, Exec- 
utor, 344 U.S. 6 (1952). 

88 T.R.C. §114. 
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would have to be changed with each annual payment, and the repeated re- 
computation of basis and annual allowances would put a tremendous ac- 
counting burden on both the Commissioner and taxpayer.* 

A further argument might be made against fixing the annual deprecia- 
tion allowance upon the total amount of payments actually made by ref- 
erence to Crane -v. Commissioner,*® which seems to be analogous to this 
situation. The Crane case dealt with a mortgage situation, but the Court 
there held that the word “property” as used in the Code for fixing basis 
and depreciation referred to the full value of the property and not the 
equity of the mortgagor. The same reasoning would appear to be valid 
here for finding that depreciation should be computed on the actual value 
of the building rather than on the “equity” or actual amount paid by the 
transferee. 

From this examination of the basis problem, with its many problems and 
absence of helpful judicial opinions, the dilemma of £ and his counsellors 
in this type of transaction can be understood and appreciated. Whatever 
course is followed for fixing basis, unanswered problems must harass the 
taxpayer at each subsequent transaction involving in any way the trans- 
ferred property. It is suggested that the answer to these many problems 
lies in treating the original transfer of the property in exchange for the 
annuity as a taxable event; but under the weight of judicial opinions 
whether such an interpretation is acceptable without a legislative change in 
the taxing statute is an open question. 


CONCLUSION 


The applicable law which will govern the taxpayers in this type of trans- 
action is confusing and unclear. It is difficult to predict what the income 
tax position of either of the parties to the transaction will be at any time 
subsequent to the agreement. This uncertainty must lead to one conclusion: 
some legislative change is necessary to wipe the slate clean of the maze of 
confusing judicial opinions and to define clearly the tax consequences in- 
herent in this type of transaction. It is suggested that the starting point 
for such change is to accept the economic truth that the non-commercial 
annuity agreement has a determinable value and that on the original trans- 
action gain or loss is realized by the transferor and basis is assumed by the 
transferee. Adjustments may be necessary at some future time, but if a 


89 The majority in Comm’r v. John C. Moore Corp., 42 F.2d 186 (2d Cir. 1930), affirm- 
ing 15 B.T.A. 1140 (1929) Nonacq., VIII-2 Cum. But. 67 (1929), was concerned with 
this problem. The Court viewed the transaction as a separate sale of property and pur- 
chase of an annuity, thereby fixing the value for depreciation at the value of the trans- 
ferred property. 

40 331 U.S. 1 (1947). 
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statute similar to the one proposed by the American Law Institute ** is 
adopted, a large step toward clearing away uncertainty in the non-com- 
mercial annuity transaction will be accomplished. It is further suggested 
that the bona fide arm’s-length business transaction be recognized as some- 
thing other than a family settlement plan, and that the consistent and 


realistic view that interest is involved in this transaction be accepted. 


41 See note 36 supra. 
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I. an earlier article this writer discussed the impact of collection processes 
upon death proceeds payable to beneficiaries under life insurance policies 
with respect to unpaid federal income taxes of insured decedents.* Every 
thoughtful person is, of course, concerned with the welfare of his de- 
pendents after his death and the extent to which the United States can 
interfere with the life insurance or annuity provisions he has made for 
their welfare in the event he should die owing federal income taxes. How- 
ever, he is usually more immediately concerned over the question of 
whether or not the United States can proceed against his insurance and 
annuities during his lifetime to effect collection of his unpaid income taxes ; 
and, if so, to what extent. 

In this time of ever-increasing taxes and decreasing ability of individuals 
to pay them because of increased living costs, this latter concern of tax- 
payers assumes more and more importance. Rarely, in the past few years, 
has an insured failed to ask his insurance agent: “Can the Government 
take my present life insurance or annuities to satisfy its claims against me 


Joun C. Pye, Jr. (A.B., Bucknell University; J.D., New York University School of 
Law; J.S.D., Brooklyn Law School) is a member of the New York Bar; and attorney, 
Metropolitan Life Insurance Company. 

1 Pyle, Liability of Insurance Proceeds for Unpaid Income Taxes of Decedents, 31 
Taxes 183 (1953). Since the preparation of that article, the decision of the United States 
District Court for the Western District of New York on Aug. 12, 1952 in United States 
v. Goddard, 111 F.Supp. 607 (W.D.N.Y. 1952) and that of the Tax Court on June 5, 1953 
in John Tyson, 12 TCM 19 (1953) were published, both confirming the conclusion therein 
that a third-party beneficiary of life insurance death proceeds is liable as a transferee 
under I.R.C. §311 for the insured’s federal income tax deficiencies to the extent that pay- 
ment of the proceeds to the beneficiary would render the insured’s estate insolvent at his 
death. In the Tyson case (on appeal, 6th Cir.) the Court appeared to make a point of the 
fact that the insured taxpayer had reserved the right to change the beneficiary; that fact, 
however, did not seem to be material to its conclusion. On this question, see Pyle, supra 
at 190. 
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for federal income taxes?’ A number of articles have been published and 
comments written on various phases of this question.” However, this paper 
will undertake to discuss all phases of this question of law in its relation 
to the taxpayer and his insurance company, having in mind the practical 
difficulties involved for both.* 


EFFEcTIVE Date or TAx LIEN wiTH RESPECT TO TAXPAYER 


Let us assume that the appropriate District Director of Internal Revenue 
has calculated the federal income tax deficiency of a taxpayer, entered the 
amount thereof on an assessment list, presented the list to the Commis- 
sioner of Internal Revenue or his designee for certification, and received 
back the certified list from the Commissioner.* Upon receipt of this certi- 
fied list, the District Director must proceed to collect the tax deficiency as- 
sessed. The first step in the District Director’s collection process is sending 
a bill in the form of a notice and demand to the taxpayer.® It is at this 
point that the federal tax lien “arises” under section 3670 which currently 
provides : 


. . . If any person liable to pay any tax neglects or refuses to pay the same 
after demand, the amount (including any interest, penalty, additional amount, 
or addition to such tax, together with any costs that may accrue in addition 
thereto) shall be a lien in favor of the United States upon all property and 
rights to property, whether real or personal, belonging to such person.’ 


Assume also that the delinquent income taxpayer ignores the District Di- 
rector’s notice and demand. Although he may not actually be aware of it, 


2Clark, Federal Tax Liens and Their Enforcement in Proceepincs or New York 
Unrversity Firth ANNUAL INSTITUTE ON FEDERAL TAXATION 185, 189-190 (1945) ; 
MERTENS, LAw or FEDERAL INCOME TAXATION §§49.162, 49.167, 53.14 54.31, 54.47, 61.10 
(1st ed. 1943) ; Norman, State Legislation and Federal Taxation, 26 Taxes 35, 39 (1948) ; 
Paut, SELECTED STUDIES IN FEDERAL TAXATION 47, n. 109 (2d ser. 1938) ; Reid, Tax Liens, 
Their Operation and Effect in ProceepIncs or New York UNiversity NINTH ANNUAL 
INSTITUTE ON FEDERAL TAXATION 563, 568-570 (1951) ; Rosenberg, Federal Tax Liens on 
Exempt Property, 24 Taxes 761, 762 (1946). See also note 2 of Appendix. 

8 The opinions expressed herein are the author’s and do not necessarily represent the 
views of any particular insurance company. 

4I.R.C. §§3641 and 3647; see, Wahl, The Assessment and Collection of Federal Income 
Taxes, 3 Miami L.Q. 209 (1949), and Tax Law Review Round Table on Procedures For 
Assessment and Collection of Federal Income Taxes, 5 Tax L. Rev. 481 (1949-1950), for 
a discussion of the mechanical procedures for assessment and collection of federal taxes. 
The District Directors now have authority to certify assessment lists (Comm’r Reorg. 
Ord. No. 22, dated Aug. 26, 1953). 

5 T.R.C. §3641. The Government, in an action to foreclose the lien, must prove that the 
Assessment and Collection of Federal Income Taxes, 5 Tax L. Rev. 481 (1949-1950), for 
Richards Corp., 5 F.2d 951 (2d Cir. 1925) ; United States v. Ettelson, 159 F.2d 193 (7th 
Cir. 1947). 

6 T.R.C. §3655. 

7 Italics supplied. 
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a lien then exists under section 3670 on all the property and property rights 
he then owns. 

At first blush it might appear that this conclusion is inconsistent * with 
the provisions of section 3671, which states that the lien “arises” at the 
time the District Director receives the assessment list, as follows: 


. . . Unless another date is specifically fixed by law, the lien shall arise at 
the time the assessment list was received by the collector and shall continue 
until the liability for such amount is satisfied or becomes unenforceable by 
reason of lapse of time.® 


However, sections 3670 and 3671 can readily be reconciled ; the lien, which 
comes into existence under section 3670 only after a “demand,” relates 
back to the time when the assessment list was received by the District 
Director.*° 

As stated supra, the District Director normally issues his notice and 
demand after his receipt of the certified assessment list, so that in the 
ordinary course of events there will be a short period of retroactivity, al- 
though this period might extend over several years and become a source 
of hidden danger to third parties. Obviously, it would be grossly unfair 
for the lien to attach to all property and property rights in which the income 
tax delinquent might have an interest during the period from the date the 
District Director receives the certified assessment list to the date of the 
“demand,” particularly in the case of a long period. To reduce this in- 
equity the federal courts have held that even though the lien relates back 
to the date the District Director receives the assessment list, it does not 
attach to property which the tax delinquent owned at the time the District 
Director received the assessment list or thereafter but no longer owns at 
the time of “demand” ;™ but it would take priority in respect to property 


8 Inconsistency was suggested by Kohlmeier in Federal Tax Liens Under Revised Stat- 
utes—Section 3186, 13 Taxes 191 (1935). 

® Italics supplied. 

10 Clark, note 2 supra, at 185; Musicus, Beware of the Federal Tax Lien, 20 St. Joun’s 
L. Rev. 5 (1945) ; Reid, note 2 supra, at 564; United States v. Pacific Railroad, 1 Fed. 97 
(E.D.Mo. 1880) ; The River Queen, 8 F.2d 426 (E.D.Va. 1925) ; A. H. Graves, 12 B.T.A. 
124 (1928); Maryland Casualty Co. v. Charleston Lead Works, 24 F.2d 836 (E.D.S.C. 
1928) ; Annie Troll, 33 B.T.A. 598 (1935) ; United States v. Rosenfield, 26 F.Supp. 433 
(E.D.Mich. 1938). See also note 10 of Appendix. 

11 Sarner, Correlation of Priority and Lien Rights in the Collection of Federal Taxes, 
95 U. of Pa. L. Rev. 739, 745 (1947) ; United States v. Pacific Railroad, note 10 supra; 
United States v. Curry, 201 Fed. 371 (D.Md. 1912) ; A. H. Graves, note 10 supra; Glass 
City Bank of Jeanette v. United States, 326 U.S. 265 (1945) (n. 1, dissenting opinion). In 
Knox v. Great West Life Assurance Co., 109 F.Supp. 207 (E.D.Mich. 1952), the Court 
held that “the tax lien attached to the property rights of the taxpayer, who is the insured, 
in the annuity and insurance policies” from the date the Assessment List was received by 
the Director of Internal Revenue. However, the facts in the case were that the List was 
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the taxpayer owns at the date of “demand” over interests of third parties 
arising between the time the District Director receives the assessment list 
and the time the “demand” is made.” 


EFFECTIVE DATE OF TAX LIEN WITH RESPECT TO INSURANCE COMPANY 


However, this particular problem should no longer be of great impor- 
tance, since section 3655(a) now requires the District Director to serve 
his notice and demand within ten days after his receipt of the assessment 
list. Section 3672 gives special protection to mortgagees, pledgees, pur- 
chasers, and judgment creditors, and section 3672(a) provides that the 
lien shall not be valid against any mortgagee, pledgee, purchaser, or judg- 
ment creditor unless notice thereof is properly recorded as prescribed 
therein. Thus, if an insurance company is not a pledgee, mortgagee, pur- 
chaser, or judgment creditor, it would not presumably have the special 
protection afforded by section 3672(a), in the absence of other special 
provisions. 

Assume, for example, that an insurance company domiciled in New York 
(having over 3,000,000 policyholders) issued a $10,000, 20-year endow- 
ment policy in 1932 on the life of a taxpayer in California, to mature and 
become payable to the insured on December 1, 1952. Assume also that in 
the meantime the insured became a federal income tax delinquent, and a 
notice and demand for $20,000 of unpaid taxes was duly served upon him 
on December 2, 1952, following the District Director’s receipt of the as- 
sessment list on November 22, 1952. Assume further that a Notice of Tax 
Lien (Form 668) was duly recorded on December 3, 1952 but that 
actual notice in the form of a copy of the recorded notice was not served 
upon the insurance company until January 3, 1953. Suppose that in due 
course the insured presented his policy to the company on December 8, 
1952 and performed all the policy conditions necessary to obtain the en- 
dowment proceeds of $10,000, which the company paid to him on De- 
cember 12, 1952. 

In such case the insurance company might be held to be bound by the 
strict provisions of section 3671 in the absence of special ruling and thereby 


received on Apr. 19, 1948, and notice and demand were served upon the taxpayer on Apr. 
29 and June 23, 1948. The taxpayer did not proceed to divest himself of his property 
rights in two of the three contracts involved by the appointment of an irrevocable bene- 
ficiary and an assignment until Oct. 26, 1948 and Aug. 4, 1949, respectively. Thus, the de- 
cision in this case does not violate the rule of the earlier cases cited supra, even though the 
Court does not state it in precise terms. See also note 4 of Appendix. 

12 Sarner, note 11 supra; Citizens State Bank v. Vidal, 114 F.2d 380 (10th Cir. 1940) ; 
Metropolitan Life Insurance Co. v. United States, 107 F.2d 311 (6th Cir. 1939), cert. 
denied, 310 U.S. 630 (1940). 
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incur double liability for the proceeds, since it would have had in its posses- 
sion on December 8, 1952 property unconditionally belonging or owing to 
the insured taxpayer. Obviously, the insurance company should not be 
expected to examine the records of filed Notices of Tax Lien or consult the 
various District Directors of Internal Revenue before making payment of 
the endowment proceeds or any other type of policy payment. Such re- 
quirement undoubtedly would place too great a burden upon any insurance 
company, particularly the larger companies, which make hundreds, or even 
thousands, of policy payments of various kinds in a business day. There 
is, however, justification for holding that a tax lien is effective against an 
insurance company as a third party only in those cases where it has been 
given actual notice of the tax lien or has been served with a copy of the 
Notice of Tax Lien. 

In this connection it should be noted banks have been held to be liable 
only from the date of actual notice where they are acting in the ordinary 
course of their business.** There is no logical reason why insurance com- 
panies paying claims and other obligations under insurance and annuity 
contracts in the ordinary course of their business should be given less 
favorable treatment than that accorded banks in the payment of checks 
drawn by their depositors. In fact, in view of certain practical circum- 
stances obtaining in respect of insurance companies, they should be favored. 
For example, insurance companies normally maintain their records by con- 
tract number and do not maintain records of names of insureds, annuitants, 
or beneficiaries ; banks always have a complete listing of names of all their 
depositors. Further, insurance companies actually do not know who the 
claimant of any fund is until claim papers have been filed, nor is the bene- 
ficiary with respect to any particular contract known until the application 
therefor and pertinent records have been examined preparatory to claim 
payment. Banks, on the contrary, ordinarily have month-to-month or 
even day-to-day knowledge of their depositors. If the status of each in- 
sured, annuitant, or beneficiary respecting federal tax delinquencies had to 
be examined by the companies before they could safely make payments 
under contracts issued by them, the expense to the companies of making 
such examinations would be prohibitive, payments to persons in need of 
funds would be greatly delayed, and the companies’ admirable record of 
prompt payment would be virtually wrecked. It is difficult to believe that 
Congress ever intended such inequitable effects from the enactment of sec- 
tions 3671 and 3672.** 


18 See Bureau letter, Jan. 2, 1941, 1953 CCH 1765B.049. 

14 Congress has provided in I.R.C. §3672(b)(1) that mortgagees, pledgees, and pur- 
chasers of securities are not bound by the recording of Notices of Tax Lien but must have 
actual knowledge of the existence of the lien. At the time these provisions were enacted 
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It was hoped that the recent case of Schwarz v. United States *® would 
settle this question, but the Court found that a decision on this point was 
unnecessary to a disposition of the case. As a matter of practice, although 
it appears to be the common understanding in the Internal Revenue Serv- 
ice ** that the 1941 ruling with respect to banks will be applied with equal 
force to insurance companies, prudence would dictate the official extension 
of this ruling to include insurance companies. 


District DirEcToR SHOULD FurRNIsH CONTRACT NUMBER AND 
CorrEcTLY IDENTIFY TAXPAYER AND His INSURANCE OR 
ANNUITY INTEREST 


Where the District Director wishes to proceed against intangible prop- 
erty of the taxpayer or against property not in the taxpayer’s possession, he 
will serve a copy of the Notice of Tax Lien and of the Warrant for Dis- 
traint (Form 69) upon third parties. In lieu of the Notice of Tax Lien, 
and often in addition thereto, he will serve upon the third parties a Levy 
or Notice of Levy (Form 668A). If the delinquent taxpayer happens to 
be the insured or an annuitant, the insurance company will sooner or later 
be served (on the theory that it is a third party “in-possession of property 
or property rights” of the taxpayer) with a copy of the Notice of Tax Lien 
or the Levy, or both, and a copy of the Warrant for Distraint. The com- 
pany might also be served if the taxpayer is a beneficiary under a contract 
issued by the company, although this is rather unlikely unless the docu- 
ments refer to the beneficiary as a “transferee” of an insured tax de- 
linquent. The date of service of these documents upon the company or- 
dinarily marks the first point at which it has any information that its 


by the Revenue Act of 1939, the House Ways and Means Committee stated in its Report 
(H.R. Rep. No. 855, 76th Cong., lst Sess. 26): “For example, when a broker purchases 
a security for his customer on the exchange, it is obviously impossible for him to check 
all the offices in which a notice of the tax lien may be duly filed to determine whether the 
security is subject to the lien. A like situation exists with respect to over-the-counter and 
direct transactions in securities. An attempt to enforce such lien on recorded notice would 

. seriously interfere with business transactions. The adoption of the amendment will 
remove an existing hardship without causing any undue loss of revenue.” Doubtlessly, 
the Committee would have reached an equally sound and equitable conclusion with respect 
to life insurance transactions if the problem had then been before it. 

15 19] F.2d 618 (4th Cir. 1951). 

16 Under date of Oct. 6, 1941 Norman D. Cann, Acting Commissioner of Internal Reve- 
nue, advised the Collector of Internal Revenue in Hartford, Connecticut, for example, that 
where an insurance company is “making a money settlement under the terms of a life or 
accident insurance policy with a beneficiary or payee against whom a federal tax lien is 
outstanding (whether or not notice of such lien has been filed in accordance with the pro- 
visions of section 3672 of the Internal Revenue Code),” the company will incur no liability 
to the Government “if the company is without actual notice or knowledge thereof” (letter 
unpublished). 
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contractholder or his beneficiary has federal income tax difficulties. This 
is an additional point with respect to which collection procedures should 
be revised. 

Ordinarily, none of the three documents referred to gives any informa- 
tion indicating that the tax delinquent named therein is the insured, the 
owner, the beneficiary, or the annuitant under a contract in force with the 
insurance company upon which the documents are served. Generally, the 
only identifying information thereon consists of the name and street and 
city address of the delinquent. Often the name is an alias or “nickname” 
and the address is a business rather than a residence address, whereas 
insurance and annuity contract applications always purport to contain the 
legal name and a residence address of the insured or the annuitant. It is 
customary for insurance companies, as stated supra, to file applications and 
other records of policyholders by contract number. Some of them may 
maintain, at considerable expense, incomplete records by the names of the 
insureds and annuitants, but such supplemental files will not reveal names 
of beneficiaries or owners (unless they are also the insureds) of any in- 
surance or annuity contracts. Obviously, the maintenance of an index of 
names of insureds, annuitants, and beneficiaries by insurance companies 
(particularly the larger ones which may have millions of contracts in force, 
and especially those which issue industrial weekly-premium or monthly- 
premium life insurance, group life insurance, and group annuity contracts) 
would be a tremendous expense. Thus, life insurance companies, particu- 
larly the large ones, have a large and unnecessary burden imposed upon 
them when served with a Notice of Tax Lien or a Levy. 

Before the company can take any steps to carry out the directions in 
these documents, it must undertake an inordinate amount of searching 
(which on many occasions will disclose no record of any contracts having 
been issued in which the named delinquent taxpayer is an insured, a bene- 
ficiary, a policy owner, or an annuitant), so that many man-hours of work 
may have to be consumed by the company for no useful purpose. While 
this time-consuming search by the company is in progress, it is quite pos- 
sible that payments of one type or another may have been made to the 
delinquent taxpayer, such as death proceeds, annuities, dividends, endow- 
ment proceeds, cash surrender values, loans, annuity refunds, or returns 
of premiums. Since different units or sections of the company are generally 
charged with responsibility for authorizing each type of payment, there 
should be a central unit of the company for control of federal tax liens and 
levies. Ordinarily this should be the legal department or the tax depart- 
ment. To protect the iaterests of the company, that department should im- 
mediately advise each payment-authorizing unit (including field offices) of 
the company to make no payment to the named tax delinquent without first 








212 TAX LAW REVIEW | [Vol.9: 


consulting that department, then setting in motion the record-searching 
process. The payment-authorizing units should keep a current list of the 
names and addresses of the tax delinquents and consult it before any 
payment is authorized. If it is found that the proposed payee is listed as a 
tax delinquent, the matter should be referred at once to the legal depart- 
ment for an opinion as to further steps to be taken. 

It is reasonable to believe that no District Director would serve any 
insurance company with a Levy, a Notice of Tax Lien, or a Warrant for 
Distraint unless he actually has reason to believe that the tax delinquent 
has an interest in a contract issued by that company. The investigation 
made by Revenue Agents should have revealed that interest.** However, 
the District Director rarely refers to it in these documents or advises the 
company of it in any other manner. It would be simple for the District 
Director, and he should be required, to make a notation on one of these doc- 
uments of a contract or policy number and a word description (if known) 
of the taxpayer’s interest therein, e.g., “insured,” “beneficiary,” “owner,” 
“assignee,” “annuitant.” Thus would be eliminated the costly burden of 
record-searching otherwise imposed upon the insurance company, as well 
as the necessity of its subsequently requesting such information from the 
District Director if a search discloses nothing. From the viewpoint of the 
District Directors, it would reduce the delay attendant upon their obtaining 
information from the companies, delay which is inevitable under present 
practice. 


Proposep ComMpANY ACTION AFTER SERVICE OF NOTICE OF TAX LIEN 


If the records or information later furnished by the District Director re- 
veal that the tax delinquent is an insured, a beneficiary, or an annuitant 
under a contract with the company, what should the company do? Its legal 
department should advise the taxpayer that it has been served with specified 
federal tax collection processes and refer generally to the restraints placed 
upon the company by such documents. However, unless the insurance com- 
pany at that time actually owes money to the delinquent taxpayer, there 
would appear to be no reason for the company voluntarily to furnish any 
information to the District Director, although it may wish formally to 
acknowledge service of the processes upon it. If the District Director 
desires any pertinent facts as to the status of the taxpayer’s interest in 
policies or contracts with the company at that time, he can, of course, obtain 
such facts from the company under the inquisitorial powers provided in 
sections 3614 and 3615.** On the other hand, if the company at the date 


17 Wahl, note 4 supra, at 221. 
18 Barnes, Jnquisitorial Powers of the Federal Government Relating to Taxes, 28 
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of service of only a Notice of Tax Lien actually owes money to the named 
taxpayer, such fact should be communicated to the appropriate District 
Director, and such portion of the sums owed which does not exceed the 
amount of the lien should be withheld for a reasonable time, say, 90 days, 
from the delinquent taxpayer. If the District Director fails to levy upon the 
withheld funds within such reasonable time, the company should make 
payment as provided in the policy or contract without danger of liability 
under section 3710(b).*® 


INSURANCE AND ANNUITY INTERESTS SUBJECT TO TAX LIENS 


In the meantime, the taxpayer has probably been wondering about the 
status of his insurance and annuity interests in connection with his income 
tax delinquencies and may have made inquiry of the insurance company. 
In any event, he will be more likely to make such inquiry after receiving 
the company’s letter notifying him that one or more of these documents 
had been served by the District Director, placing restraints upon his in- 
surance or annuity interests. The company should therefore be in a position 
to advise the taxpayer as to his interest which may be subject to the tax lien. 

Section 3670 provides simply that if a taxpayer neglects or refuses to 
pay a tax after demand the amount of the tax (including interest, penal- 
ties, and costs) “shall be alien in favor of the United States upon all prop- 
erty and rights to property, whether real or personai, belonging to such 
person.” *° The scope of this language is very broad; it makes no distinc- 
tion between tangible and intangible property; and it has been held that 
all types of property, tangible and intangible, including obligations, rights, 
and choses in action, are properly subject to the tax lien created by this 
section,”* and that the section should not be given a narrow or technical 
meaning.*? The Code contains no exemptions of any kind with respect to 


Taxes 1211 (1950); Mickey, The Investigative Powers of the Bureau of Internal Reve- 
nue in ProceepIncs oF New York University TENTH ANNUAL INSTITUTE ON FEDERAL 
TAXATION 685 (1952). 

19 Again applying the Bureau letter, Jan. 2, 1941, referring to banks (note 13 supra), 
and the Acting Commissioner’s letter, Oct. 6, 1941 (note 16 supra). No other practice on 
the part of the Internal Revenue Service would be equitable. 

20 Italics supplied. 

21 See 105 A.L.R. 1244, 1249 (1936) and 174 A.L.R. 1373, 1380 (1948) ; Reid, note 2 
supra, at 567; Clark, note 2 supra. MERTENS, op. cit. supra note 2, §54.47; Cannon v. Nicho- 
las, 10 F.Supp. 718 (D.Colo. 1935), modified, 80 F.2d 934 (10th Cir. 1935) ; Metropoli- 
tan Life Insurance Co. v. United States, note 12 supra; Citizens State Bank v. Vidal, note 
12 supra; Filipowicz v. Rothensies, 31 F.Supp. 716 (E.D.Pa. 1940) ; MacKenzie v. United 
States, 109 F.2d 540 (9th Cir. 1940) ; Investment & Securities Co. v. Robbins, 49 F.Supp. 
620 (E.D.Wash. 1943), aff’d, 140 F.2d 894 (9th Cir. 1944). See also note 21 of Appendix. 

22 Citizens State Bank v. Vidal, note 12 supra; Investment & Securities Co. v. Robbins, 
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section 3670. The exemptions set forth in section 3691 refer only to 
property which cannot be distrained for taxes and do not exclude even 
such property from the lien created by section 3670.** Moreover, the only 
items specifically exempted from distraint by section 3691 are items of 
tangible personal property. It would seem therefore that if the interest of 
an insured in an insurance policy on his own life is property or a property 
right, it is subject to the burden of the lien created by section 3670 for his 
unpaid federal income taxes. Furthermore, if the interest of the bene- 
ficiary is a vested property right, it likewise would be subject to such lien 
for the beneficiary’s unpaid taxes. 

It has been stated that “A contract of insurance is indeed a species of 


property” ;** “While life insurance is property, it is peculiar property” ;”° 


and “A policy of life insurance is a contract susceptible of ownership like 
any other chose in action.” *° Such general statements are of little value 
in determining specific property rights of an individual insured or bene- 
ficiary. Such rights are determined under the provisions of each particular 
policy and the provisions of state law.** They constitute, of course, nothing 
more than intangible personal property or choses in action. It has also 
been said generally that the interest of the insured in an insurance policy 
is a property right,** but such declarations shed little light upon the de- 
termination of the specific property interest of an insured in any particular 
policy on his life; and the facts giving rise to such assertions must be 
examined. In fact, but one example is necessary to show how unwise it 
would be to rely upon such general’ statements. For example, if a close 
corporation procures an insurance policy (“key man” insurance) on the life 
of its president, pays the premiums thereon, designates itself the bene- 
ficiary, and retains all the incidents of ownership in the policy, the insured 


note 21 supra; United States v. Graham, 96 F.Supp. 318 (S.D.Cal. 1951) ; Jones v. United 
States, 96 F.Supp. 973 (D.Colo. 1951). 

28 jn re Rosenberg’s Will, 269 N.Y. 247 (1935), cert. denied, 298 U.S. 669 (1936); 
United States v. Aetna Life Insurance Co., 46 F.Supp. 30 (D.Conn. 1942). 

24 United States v. Metropolitan Life Insurance Co., 41 F.Supp. 91 (S.D.N.Y. 1941), 
aff'd, 130 F.2d 149 (2d Cir. 1942). 

25 Burlingham v. Crouse, 228 U.S. 459 (1913). 

26 Burnet v. Wells, 289 U.S. 670 (1933). 

27 Poe v. Seaborn, 282 U.S. 101 (1930); Cannon v. Nicholas, supra note 21; McGuirk 
v. Kyle, 10 F.Supp. 705 (E.D.Pa. 1934), aff’d, 82 F.2d 212 (3d Cir. 1936) ; Metropolitan 
Life Insurance Co. v. United States, supra note 12; United States v. Penn Mutual Life 
Insurance Co., 44 F.Supp. 804 (E.D.Pa. 1941), aff'd, 130 F.2d 495 (3d Cir. 1942). See also 
note 27 of Appendix. 

28 United States v. Metropolitan Life Insurance Co., supra note 24; United States v. 
Penn Mutual Life Insurance Co., supra note 27; Bassett v. Parsons, 140 Mass. 169 (1885), 
3 N.E. 547; Kothe v. Phoenix Mutual Life Insurance Co., 269 Mass. 148 (1929), 168 
N.E. 737. 
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has no property interest of any kind in the policy; the corporation is the 
absolute owner thereof. 

Where right to change beneficiary is reserved. In the majority of cases 
the insured procuring the policy will reserve to himself the right to change 
the beneficiary at any time without the permission of the beneficiary; or, 
in the case of an endowment policy, he may designate a revocable bene- 
ficiary of the proceeds at his death but name himself the beneficiary of the 
endowment proceeds if he is living at the maturity date. If the insured has 
the right to change the beneficiary, or if the policy permits him to take 
some other action to defeat or alter the beneficiary’s interest, i.e., to borrow 
on the policy or to surrender it for its cash value, then the interest of the 
beneficiary may be given either of two interpretations: * (a) the majority 
view is that the beneficiary has no vested property right, but a mere “ex- 
pectancy” similar to that of a legatee designated in the will of a living 
testator ; or (b) the minority view is that the beneficiary has a vested prop- 
erty right subject to being divested by the insured by changing the bene- 
ficiary, borrowing on the policy, or surrendering the policy for its cash 
value. 

In those states which adhere to the majority view the insured would have 
exclusive property rights in the insurance during his lifetime.*° In those 
states adhering to the minority view, the beneficiary would have a defeas- 
ible vested property right during the insured’s lifetime, and the insured 
would, in effect, have a general power of appointment exercisable as pro- 
vided in the policy.** Such power is one incident of property ownership, 
viz., the power of its disposition, so that for all practical purposes “the 
chose in action represented by the policy is the property of the insured and 
not of the beneficiary.” ** In cases involving federal tax liens and distraint, 
the courts have followed logically these two interpretations,** although it 


29 ANDERSON, VANCE ON INSURANCE 677 (3d ed. 1951) ; Vance, The Beneficiary’s Inter- 
est in a Life Insurance Policy, 31 Yate L.J. 343 (1922). See also note 29 of Appendix. 

80 Burke, Designation of the Beneficiary in THE BENEFICIARY IN Lire INSURANCE 8, 9, 
19 (edited by McCanwan, 1948); 2 Appreman, INSURANCE Law anp Practice §901 
(1941). See also note 30 of Appendix. 

81 ANDERSON, Op. cit. supra note 29, at 678, 679, and cases cited, nn. 12, 13, and 14. See 
also note 31 of Appendix. 

82 ANDERSON, op. cit. supra note 29, at 679. 

83 Cannon v. Nicholas, supra note 21; Columbian National Life Insurance Co. v. Welch, 
15 F.Supp. 777 (D.Mass. 1936), aff’d, 88 F.2d 333 (1st Cir. 1937) ; McGuirk v. Kyle, 
supra note 27; United States v. Ruth Steele, 26 AFTR 1186 (N.D.N.Y. 1939); United 
States v. Metropolitan Life Insurance Co., supra note 24; United States v. Penn Mutual 
Life Insurance Co., supra note 27; United States v. Massachusetts Mutual Life Insurance 
Co., 38 F.Supp. 333 (D.Mass. 1941), aff’d, 127 F.2d 880 (1st Cir. 1942) ; United States v. 
Aetna Life Insurance Co., supra note 23; United States v. Prudential Insurance Co. of 
America, 54 F.Supp. 664 (E.D.Pa. 1944) ; United States v. Ison, 67-F.Supp. 40 (S.D.N.Y. 
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has been suggested that in the interest of national uniformity distraint 
should be permitted whether local law characterizes the beneficiary’s inter- 
est as “vested” or “contingent,” on the ground that it is unfair to treat dif- 
ferently taxpayers in the same economic circumstances merely because of 
local property law “‘labels.’’ These cases will be discussed infra. 

Where right to change beneficiary is not reserved. If the insured pro- 
curing the policy designates a beneficiary without reserving the right to 
himself to change the beneficiary, the law appears to be settled in all states 
of the United States, except possibly Wisconsin, that such beneficiary has 
vested rights to receive upon the death of the insured “whatever sum may 
become payable in accordance with its terms, with consequent immunity 
from any unauthorized interference with that right by the insured or the 
insurer. . . . The beneficiary has thus a property right in the policy which 
as in the case of other property rights cannot be taken from her without her 
consent, except by due process of law.”** On the other side of this picture 
it would seem to follow logically that since an irrevocably designated bene- 
ficiary has a vested property right, no property right whatsoever has been 
retained therein by the insured. However, in such case there obviously 
remains a possibility that the beneficiary may predecease the insured, so 
that the beneficiary’s rights in the policy would, in the absence of contrary 
statutory or contractual provisions, return to the insured or to his estate,*° 
i.e., the insured has retained a “possibility of reverter” in the insurance 
proceeds. 

For purposes of the federal estate tax in section 811(g), such a con- 
tingent reversionary interest has been referred to in decided cases as a legal 
interest and an incident of ownership,*® but section 811(g)(2) now spe- 
cificially provides that the term “incident of ownership” shall not include 
a reversionary interest. That such interest can be valued actuarially, how- 
ever, even though it may be extremely remote, is recognized by the pro- 


1946) ; Smith v. Donnelly, 65 F.Supp. 415 (E.D.La. 1946); United States v. Burgo, 79 
F.Supp. 143 (D.N.J. 1948), rev’d and remanded, 175 F.2d 196 (3d Cir. 1949); Knox v. 
Great West Life Assurance Co., supra note 11. 

84 ANDERSON, op. cit. supra note 29, at 661, 665, and cases cited. See also Burke, 
supra note 30, at 9; 2 APPLEMAN, op. cit. supra note 30, §911; Olwell, The Life Insurance 
Law of Wisconsin, VI A.L.I.C. Proceeptncs 79 (1934). It is doubtful, however that any 
Wisconsin court would to-day hold that a beneficiary does not have vested rights where 
the contract specifically provides that the insured has made an irrevocable designation and 
retains no right to change the beneficiary. 

85 Cf. ANDERSON, op. cit. supra note 29, §115. 

36 Note, Application of the Federal Estate Tax Where the Deccased Retained a Con- 
tingent Reversionary Interest, 44 Yate L.J. 1245 (1935); Paut, Feperat Estate AND 
Girt TAXATION, §7.21 (1942); Bailey v. United States, 31 F.Supp. 778 (Ct.Cl. 1940); 
Broderick v. Keefe, 112 F.2d 293 (1st Cir. 1940) ; Chase National Bank v. United States, 
116 F.2d 625 (2d Cir. 1940) ; Estate of John E. Cain, Sr., 43 B.T.A. 1133 (1941) ; Gold- 
stone v. United States, 325 U.S. 687 (1945). See also note 36 of Appendix. 
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visions of section 503(a) of the Revenue Act of 1950, which states in part : 
“The value of a reversionary interest at any time shall be determined 
(without regard to the fact of the decedent’s death) by usual methods of 
valuation, including the use of tables of mortality and actuarial principles, 
pursuant to regulations prescribed by the Secretary.” Thus, although for 
federal estate tax purposes such reversionary interest may not result in in- 
clusion of policy proceeds in the decedent insured’s estate, nevertheless, it 
would seem sufficiently a property right to be capable of an actuarial valua- 
tion and as such subject to tax liens. In the average case, however, the 
value of such reversionary interest will be so small that the Government 
would probably not commence collection proceedings to obtain it. 

Where insured’s estate is beneficiary. If a policy is procured by a person 
on his own life and is made payable to himself, his estate, or his executors 
or administrators, it is obvious that such interest is a chose in action over 
which the insured has complete dominion and with which he may deal as 
freely as he can with any other property he owns,” so that the entire bundle 
of property rights represented by the policy would be subject to tax liens. 

Where beneficiary is the “owner.” To-day many close corporations pro- 
cure insurance on the lives of certain stockolders, officers, or “key” em- 
ployees, the corporation paying all premiums, naming itself the beneficiary 
absolutely, and granting no rights whatsoever in the insurance to the person 
insured. In such cases the corporation is the complete owner of all rights 
under the policy from its inception, and the insured has no property rights 
therein whatsoever. The same result would occur where a beneficiary be- 
comes the absolute assignee of the insured’s rights. The rights of such 
“owner” are “ordinarily mere choses in action, which may be freely as- 
signed by him or seized in satisfaction of any debts that he may owe, pro- 
vided they possess a determinable money value.” ** The insured has no 
property rights in such insurance on his life which could be affected by tax 
liens, but the insurance would be subject to such liens for the unpaid income 
taxes of the corporation or the assignee, as the case may be. 

Where beneficiary pays premiums. There are cases where a beneficiary 
pays all or part of the premiums on a policy on the life of another in order 
to protect his expectancy to receive the proceeds at death of the insured, 
who has the right to change such beneficiary. The general rule is that by 
so doing the beneficiary acquires no vested rights, if such payment is volun- 
tary.*® However, if the beneficiary makes premium payments under a valid 


87 ANDERSON, op. cit. supra note 29, at 656. 

88 Jd. at 659. 

392 APPLEMAN, op. cit. supra note 30, §923, and cases cited therein; Supreme Council 
of the Royal Arcanum v. Behrend, 247 U.S. 394 (1918); United States v. Trout, 46 
F.Supp. 484 (S.D.Cal. 1942) ; United States v. Burgo, supra note 33. 
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collateral contract, express or implied, and based upon a consideration, 
between the insured and beneficiary, providing that the beneficiary pay the 
premiums and receive the death benefits, then the beneficiary acquires a 
vested right by reason of the contract.*° It would seem that the beneficiary 
becomes at least an equitable assignee of the right to the proceeds on the 
date of execution of the collateral contract ; and if the contract is of such a 
nature as to constitute it a valid assignment of the insured’s full legal title 
to the policy under its provisions and the state law, then the beneficiary 
would be from that date the absolute owner of all property rights under the 
contract,** which would therefore be subject to liens for the beneficiary’s 
delinquent taxes. 

Thus, the party who has vested rights to obtain matured endowment 
proceeds (whether payable in installments or in a lump sum), payments 
under supplementary contracts, cash surrender values, loans, annuity pay- 
ments, dividends, refunds, and return premiums under the provisions of an 
insurance or annuity contract and applicable state law has property rights 
which are subject to federal tax liens under section 3670 for his unpaid 
federal income taxes. Further, it should make no difference for tax lien 
purposes whether those property rights are individual, joint, or several. 

In United States v. Trout ** the taxpayer asserted that he had no prop- 
erty rights in the policies on his life subject to lien for his tax liability, since 
there was no provision therein for a cash surrender value, only a borrowing 
privilege. The District Court rejected this argument and stated : *° 

. . . Toso hold would in effect be an admission that the Government is im- 
potent to enforce its rights and would open the way for a recalcitrant taxpayer 
(such as we have in this case) to cover up, through insurance contracts, such 
as are here involved. I see no reason to uphold a taxpayer who admits he has 
an interest in property but flauntingly says it is beyond the reach of the Gov- 
ernment. A court of equity should not lend its hand to enable a taxpayer to 
avoid his obligations to his government. . . . 


State exemption statutes. The statutes of most states exempt life in- 
surance death proceeds payable to named beneficiaries from the claims of 
creditors of the deceased insured. These insurance exemption statutes in 
some states are of broader application, but there is a great lack of uni- 
formity among the various states. However, it has been uniformly held 


402 APPLEMAN, Op. cit. supra note 30, §§923, 924. : 

41 See, Smith v. Donnelly, supra note 33 (one taxpayer had property rights as assignee 
of insurance policies) ; United States v. Trout, supra note 39 (insured taxpayer had as- 
signed interests in endowment policy to third parties before tax lien became effective) ; 
Knox v. Great West Life Assurance Co., supra note 11 (insured taxpayer attempted to 
assign interest in life insurance policy after tax lien became effective). 

42 46 F.Supp. 484 (S.D.Cal. 1942). 

48 Jd. at 485; italics supplied. 








1954] UNPAID INCOME TAX LIABILITY OF LIFE INSURANCE—ANNUITIES 219 


that state insurance exemption statutes are of no avail against federal tax 
collection processes,** since they have not been adopted by the United States 
for application to the federal revenue laws.*® Thus, any property right 
which a taxpayer may have under an insurance or annuity contract and 
which may by state law be exempt from claims of creditors of the insured, 
annuitant, or beneficiary, would, nevertheless, not be exempted from fed- 
eral tax lien and distraint processes. A suggestion has been made, how- 
ever, that there may be a possible exception to this rule where the Gov- 
ernment chooses to obtain an ordinary money judgment, particularly in 
view of the provisions of Rule 69 of the Federal Rules of Civil Procedure.** 
However, it would seem impossible for such a situation to arise in a col- 
lection suit brought by the Government which must be commenced in a 
federal district court. It is conceivable, however, that where the Govern- 
ment presents a claim for taxes as a general creditor in a proceeding in a 
state court, it may be bound by the state exemption laws in that court. 

Whether a beneficiary has vested rights or a mere expectancy prior to 
death of the insured, it is settled that the beneficiary’s rights become vested 
upon the insured’s death.*? Hence, a lien in existence at the insured’s 
death against the property of the beneficiary for the beneficiary’s own delin- 
quent federal taxes will obviously attach to the beneficiary’s right to obtain 
the death proceeds under the policy regardless of the provisions of state 
exemption statutes.** 


VALUATION OF INSURANCE AND ANNUITY INTERESTS 


However, our concern here is with the question of the effect of a federal 
tax lien against the respective interests of the insured and the beneficiary 
while the insured is alive. It is submitted that a lien against the property 


44 May R. Kieferdorf, 1 T.C. 772 (1943), aff’d, 142 F.2d 723 (9th Cir. 1944) ; Cannon v. 
Nicholas, supra note 21; Smith v. Donnelly, supra note 33; Knox v. Great West Life As- 
surance Co., supra note 11; United States v. Burgo, supra note 33; United States v. Ruth 
Steele, supra note 33; Christine D. Muller, 10 T.C. 678 (1948) ; United States v. Goddard, 
111 F.Supp. 607 (W.D.N.Y. 1952) ; McGuirk v. Kyle, supra note 27; United States v. 
Penn Mutual Life Insurance Co., supra note 27. See also note 44 of Appendix. 

45 As distinguished from the federal revenue laws, the Bankruptcy Act specifically pro- 
vides that state exemption laws shall apply in cases of bankruptcy. No such provision is 
in the Code. Perhaps Congress should incorporate the state insurance exemption laws 
into the federal revenue laws or enact provisions of its own design, exempting specified 
maximum amounts of insurance proceeds and other benefits from federal tax collection 
processes. 

46 See Fink v. O’Neil, 106 U.S. 272 (1882) (involving a former statute). See also note 
46 of Appendix. 

47 Columbian National Life Insurance Co. v. Welch, supra note 33; United States v. 
Ruth Steele, supra note 33, ANDERSON, op. cit. supra note 29, at 680. See also note 47 of 
Appendix. 

48 See note 44 supra. 
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rights of the insured will attach to such of his rights under the policy on 
his life as, according to state law, constitute property rights. Similarly, a 
lien against the property rights of the beneficiary will attach to such of his 
interests under the policy as, according to state law, constitute property 
rights. The two more difficult problems, however, are (1) the proper 
valuation of such rights, and (2) how the lien can be enforced against 
them by the United States. 

The question of valuation becomes important to the insurance company 
only after the lien has arisen and the taxpayer has exercised one of those 
rights or there has been an adjudication in a collection suit. Prior thereto 
the company need merely make certain that it makes no payment under 
the policy to the insured or his beneficiary without first considering the 
tax lien. For instance, if the company has been served with a Notice of 
Tax Lien showing unpaid federal taxes of the insured, it need not concern 
itself with the actual valuation of the insured’s rights under a policy or 
contract on his life until one or more of those rights has been exercised or 
there has been an adjudication in a collection suit commenced by the Gov- 
ernment. If the policy and state law provide that the insured alone has the 
right to obtain the cash surrender value, and he properly exercises that 
right, the value of the right subject to the tax lien at that point is the cash 
surrender value. If, however, under state law the beneficiary also has 
vested rights (though defeasible), then in the absence of a lien against 
the beneficiary’s rights, obviously the value of the insured’s interest for tax 
lien purposes would be something less, actuarially, than the cash surrender 
value. “In such a situation, the cash value of the policy in dollars is no 
true measure of the value of the power of the insured to demand the cash 
surrender value of his policy and his right thereafter, upon a physical 
surrender of the policy, to receive the cash value thereof . . . the actual 
value of the policy may exceed its cash surrender value. With equal truth 
it may be said that the right of the insured therein may be less than the cash 


surrender value.” *° 


ENFORCEMENT OF THE TAX LIEN 


In order to obtain the value of the insured’s or the beneficiary’s property 
rights in a policy in satisfaction of its lien, the Government can take either, 
or both, of two courses of action. It can commence a civil action in equity 
under section 3678 to foreclose the lien, or it can distrain under sections 
3690 to 3698 and 3710 to 3717. These two remedies are cumulative; the 
civil action (which would ordinarily be brought only when the tax debt is 
relatively large, such actions therefore being comparatively rare) under 


49 United States v. Aetna Life Insurance Co., supra note 23. 
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section 3678 can be commenced whether or not distraint proceedings have 
been commenced, and distraint is not a prerequisite to commencing the 
action under that section.” 

Civil action under section 3678 to foreclose lien must be commenced in 
district court. If the Government decides to commence the civil action in 
equity under section 3678, it must be commenced in a United States dis- 
trict court. Where a federal statute, such as section 3678, by its specific 
terms grants jurisdiction of proceedings to a specific court to enforce some 
right created by federal statute and does not also expressly grant jurisdic- 
tion to state courts or “courts of competent jurisdiction,” then the juris- 
diction so conferred upon the specific court is exclusive.°* Therefore, 
neither the insured nor the beneficiary can be sued under section 3678 in 
any court except the district court for the district where (1) the liability 
for the tax accrued, (2) the taxpayer resides, or (3) the tax return was 
filed.°? 

United States as a creditor in state proceedings. An interesting case 
arose in Massachusetts involving former section 3744,°* which provided 
that: “Taxes may be sued for and recovered in the name of the United 
States in any proper form of action, before any district court of the United 
States, for the district within which the liability to such tax is incurred, or 
where the party from whom such tax is due resides at the time of the com- 
mencement of said action.” In that case the executor of the will of the 
deceased taxpayer filed a petition in the Probate Court of Massachusetts, 
inter alia, to have stricken from the commissioners’ report the claim of the 
United States for a portion of the unpaid federal income taxes of the 
decedent. The United States opposed the petition. The Probate Court 
granted the request in the petition, and the Government appealed. The 
petitioner had contended that the Government’s claim could not be pre- 
sented in the state court by reason of said section 3744. However, the Su- 
preme Judicial Court of Massachusetts held on the appeal in 1949 that: ™ 


. we do not think that the presentation of the claim of the United States 
to the commissioners was a suit for the recovery of a tax which, within the 
meaning of that statute, must be brought in a District Court of the United 
States. . . . It is true that under the practice in this Commonwealth the pres- 
entation of a creditor’s claim to the commissioners is the commencement of 
his proceedings or suit for its enforcement against the estate so far as it con- 


50 Blacklock v. United States, 41 Ct.Cl. 89 (1908), aff'd, 208 U.S. 75 (1908) ; United 
States v. Curry, 201 Fed. 371 (D.Md. 1912); A. H. Graves, 12 B.T.A. 124 (1928). 

51 Anderson, Federal Tax Suits in State Courts, 26 Taxes 1144 (1948). 

52 28 U.S.C.A. §1396 (1950). 

53 Repealed by Pub. L. No. 72, §142, 81st Cong., Ist Sess. (1949). 

54 Taylor v. United States, 324 Mass. 639, 88 N.E.2d. 121 (1949), cert. denied, 338 U.S. 
948 (1950). ; 
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cerns the short period of limitations of this Commonwealth. . . . But the 
statutes of the United States are not to be interpreted with regard to the prac- 
tice in a particular State, especially when that practice relates to a statute of 
limitation by which the United States is not bound. . . . We may add that we 
see no inconsistency in holding, in accordance with the decisions previously 
cited, that the presentation of the claim was “a proceeding in court” within 
the meaning of those words in U.S.C. (1946 ed.) Title 26, §276(c), 26 
U.S.C.A. §276(c), and at the same time holding that such presentation was 
not a suit to recover the tax within the meaning of any prohibition against 
State jurisdiction that may be implied in U.S.C. (1946 ed.) Title 26, §3744, 26 
U.S.C.A. §3744, and predecessor statutes. 


Thus, insureds, annuitants, and beneficiaries may properly expect that even 
though the United States may not commence an action in a state court 
against any of them under section 3678 or otherwise, to collect federal 
taxes, the Government has the right, as a creditor, to present its claim for 
unpaid federal income taxes in any state court proceedings affecting the 
property or property rights of the taxpayer.” 

Joinder of defendants in a civil action under section 3678 ; court’s power 
to order assignment to the Government. If we suppose that the Commis- 
sioner of Internal Revenue has requested the Attorney General, as required 
by section 3678(a), to commence a civil action against an insured person 
to enforce the lien for his delinquent federal income taxes, the question 
arises whether or not the beneficiaries and the insurance company are “per- 
sons having liens upon or claiming any interest in the property or rights 
to property sought to be subjected” to satisfaction of the lien, so that under 
section 3678(c) they would have to “be made parties to such proceedings 
and be brought into court.” 

In 1944 the District Court for the Eastern District of Pennsylvania in 
United States v. Prudential Insurance Company of America® held that an 
action under section 3678 lies against the insured, the insurer, and the 
beneficiary to enforce the tax lien against the “property rights” of the in- 
sured in his life insurance policy. The Court stated that the action was 
primarily against the insured, the insurance company and the beneficiary 
having been joined as “persons having liens upon or claiming an interest 
in the property or rights to property sought to be subjected.” In United 
States v. Burgo™ the action was brought against the insured, his bene- 
ficiary, and two insurers. The reports do not state specifically how the 
action was commenced, but presumably it was an action under section 3678. 


55 Anderson, supra note 51; G.C.M. 9991, 1932-1 Cum. But. 135. See also, I.T. 2918, 
1935-2 Cum. Butt, 263; United States v. Lyman, 125 F.2d 67 (1st Cir. 1942); United 
States v. Peoples Trust & Savings Co., 97 F.2d 771 (7th Cir. 1938); Merryweather v. 
United States, 12 F.2d 407 (1st Cir. 1926). 

56 54 F.Supp. 664 (E.D.Pa. 1944). 

57 79 F.Supp. 143 (D.N.J. 1948), rev’d and remanded, 175 F.2d 196 (3d Cir. 1949) 
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In United States v. Ison ** the District Court for the Southern District of 
New York took jurisdiction of an action under section 3678 against the 
insured, the beneficiary, and the insurer to enforce an income tax lien on 
the property of the insured and ordered a decree to be entered, directing 
the insured to assign his interest in the two policies on his life to the United 
States. That such action may be maintained is evidenced by the decision 
in United States v. Trout * (an action against insured and insurer), where 
the Court actually ordered the taxpayer-insured to surrender his policies 
to a receiver, as provided in section 3678(d), who would then presumably 
proceed to satisfy the lien by obtaining the cash surrender value from the 
insurer ; and the decision in Knox v. Great West Life Assurance Co.,® 
where the District Court held that the “tax lien of the United States should 
be foreclosed against the cash surrender value of the three policies which 
are the subject matter of this litigation,” and stated that “an order may be 
so entered.” 

Dicta to the same effect are found in the following. In United States v. 
Metropolitan Life Insurance Co.” the District Court for the Southern 
District of New York said: “The Government has a complete and ade- 
quate remedy under 26 U.S.C.A. Int. Rev. Code, §3678.” And the Dis- 
trict Court in Connecticut in United States v. Aetna Life Insurance Co.” 
has stated that perhaps the judicial procedure provided by section 3678 is 
the only way in which the Government can proceed to enforce liens upon 
complex, intangible rights such as those of a taxpayer-insured or a tax- 
payer-beneficiary in an insurance policy. The Court concluded that such 
property is not, under the language of the pertinent sections of the Code, 
personal property “subject to distraint,” and stated: ® 

. . . Indeed, although chattels and the simple choses in action specified in 
Section 3690 are left to the rough and ready process of executive distraint, 
it seems altogether plausible that Congress intended that the enforcement of 
liens upon complex and intangible rights, such as those of the obligee under 
an executory, conditional contract, should be accomplished only through the 
judicial process provided in Section 3678. .. . 


1 * 


This has also been suggested by a former Assistant Attorney Genera 
in charge of the Tax Division of the Department of Justice by way of 
reconciling an apparent conflict with the decisions involving distraint * on 


5867 F.Supp. 40 (S.D.N.Y. 1946). 
5946 F.Supp. 484 (S.D.Cal. 1942). 
60109 F.Supp. 207 (E.D.Mich. 1952). 
61 41 F.Supp. 91 (S.D.N.Y. 1941). 

62 46 F.Supp. 30 (D.Conn. 1942). 

88 Td. at 36. 

64 See Clark, supra note 2, at 190, n. 24. 
65 See discussion infra. 
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insurance policies. However, the insurance “distraint” cases will prefera- 
bly be distinguished from the civil action cases under section 3678 involv- 
ing insurance, on the grounds that: (a) in the distraint cases “possession” 
of the taxpayer’s property rights by the insurance company is a condition 
precedent to recovery by the Government from the company under section 
3710, whereas in section 3678 cases such “possession” by the company is 
not material since the action is primarily one against the delinquent tax- 
payer ; and (b) although property rights subject to tax lien are also subject 
to distraint as against the taxpayer himself, as is evident from the language 
of section 3692 and a comparison of the provisions of sections 3670 and 
3690, circumstances may prevent the accomplishment of distraint, but in a 
section 3678 action the court can overcome such circumstances by an order 
in its decree pursuant to the provisions of section 3678(c) and (d). 

In United States v. Massachusetts Mutual Life Ins. Co.® the Circuit 
Court of Appeals for the First Circuit stated in a case involving an action 
against the insurer under section 3710(b) that: 

.. . A court of equity having jurisdiction over the person of the insured 
might in a proper case command the insured to exercise his power and thus 
transmute the primary obligation of the insurance company into an obligation 
to pay over the cash surrender value. . . . 


Presumably, the Court here was referring to the Government’s rights under 
section 3678, since the District Court had stated : * 


Inasmuch as the plaintiff can institute a suit in the United States District 
Court in the State of Oregon in which that court will have before it not only 
the present parties litigant, but also the insured and the beneficiary, I deem it 
advisable to dismiss this action, not only on the legal grounds set forth above, 
but, if important, as a matter of discretion. . 


In Schwarz v. United States * an action under section 3678 by the Gov- 
ernment against the taxpayer and the insurance company which had issued 
annuity contracts to him was permitted. The Circuit Court in its opinion 
stated : *° 


The order directing that payments under the annuity contracts be made to 
the “Department of the Treasury” to be applied on the judgment was entirely 
proper, as this was, in effect, providing a receivership for the enforcement of 
the tax lien in accordance with 26 U.S.C. 3678... . 


In Knox v. Great West Life Assurance Co. the beneficiary had peti- 
tioned in the state court to enjoin the insurance company from disposing 


86 127 F.2d 880 (1st Cir. 1942). 

87 Id. at 883. 

68 38 F.Supp. 333, 336 (D.Mass. 1941). 
69 191 F.2d 618 (4th Cir. 1951). 

70 Td. at 620. 

71 Supra note 60. 
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of cash surrender values to satisfy federal tax liens for the insured’s tax 
deficiencies and secured a temporary injunction. The defendant company 
had the case removed to the federal district court and interpleaded the 
United States and the insured. The United States counterclaimed for 
“foreclosure” of its tax liens, which presumably was, in effect, a counter 
action under section 3678 to enforce the liens. The beneficiary and the 
company filed replies to this counterclaim. The reported facts do not show 
whether the counterclaim was made against the insured also. 

In the recent case of United States v. Ullman,” decided by the District 
Court for the Eastern District of Pennsylvania on October 22, 1953, ac- 
tions had been instituted by the Government under section 3678 to fore- 
close federal tax liens, joining the taxpayer-insured, the beneficiary, the 
insurer, and the bank to which the insured had previously assigned his 
interest in one of the two endowment insurance policies on his own life. 

The cases referred to supra indicate that the United States has brought 
actions under section 3678 against (a) the annuitant-taxpayer and the in- 
surer, and (b) the insured-taxpayer, the beneficiary, and the insurer. The 
question thus arises whether or not the Government must join as defend- 
ants the beneficiary and the insurance company in an action brought pri- 
marily against the insured-taxpayer and must join the insured and the 
company where the action is brought against the beneficiary-taxpayer. 
Since section 3678(b) requires only that “persons having liens upon or 
claiming any interest in the property or rights to property sought to be 
subjected” to the lien shall be made parties, the complete answer to this 
question is probably governed by Rule 19 of the Federal Rules of Civil 
Procedure, dealing with “necessary” and “indispensable” parties."* The 
leading case dealing with the principles determining who are such parties 
is Shields v. Barrow."* In State of Washington v. United States the 
Circuit Court of Appeals for the Ninth Circuit also made an exhaustive 
study of the authorities and gave the following criteria : “ 


There are many adjudicated cases in which expressions are made with re- 
spect to the tests used to determine whether an absent party is a necessary 
party or an indispensable party. From the authorities it appears that the ab- 
sent party must be interested in the controversy. After first determining that 
such party is interested in the controversy, the court must make a determina- 
tion of the following questions applied to the particular case: (1) Is the inter- 
est of the absent party distinct and severable? (2) In the absence of such 


party, can the court render justice between the parties before it? (3) Will 


72115 F.Supp. 211 (E.D.Pa. 1953). 

73 See Moore’s FEDERAL Practice §19.02 (2d ed.). 

7417 How. [58 U.S.] 129 (1854). 

75 87 F.2d 421 (9th Cir. 1936). 

76 Id. at 427-428. See also Moore’s, op. cit. supra note 73, §19.07, and cases cited. 
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the decree made, in the absence of such party, have no injurious effect on the 
interest of such absent party? (4) Will the final determination, in the absence 
of such party, be consistent with equity and good conscience ? 

If, after the court determines that an absent party is interested in the con- 
troversy, it finds that all of the four questions outlined above are answered in 
the affirmative with respect to the absent party’s interest, then such party is 
a necessary party. However, if any one of the four questions is answered in 
the negative, then the absent party is indispensable. 


Thus, if an action is brought against the insured as the delinquent tax- 
payer, the beneficiary need not be joined as a defendant if under the con- 
tract and state law he has no vested interest in the insurance but a mere 
expectancy. Since the insured in such case can defeat the beneficiary’s ex- 
pectancy by his own voluntary act, the fact that he may be required to do 
so under compulsion of a court decree cannot increase the beneficiary’s in- 
terest. If such action is brought against the insured and if the beneficiary 
has a vested interest in the insurance under the contract and state law either 
as beneficiary or assignee, then it would appear that the beneficiary must, 
under the principles enunciated in the State of Washington case, be made a 
defendant. Further, since the district court can in either of such cases un- 
der section 3678 decree either that (1) the insured assign his rights to the 
Government, which can in turn exercise those rights, or (2) the insured 
exercise his rights by naming the District Director or the Government the 
beneficiary or by applying for the cash surrender or loan value and paying 
it over to the District Director or the Government, it does not appear that 
the insurance company need be joined as a party defendant. 

Since the insurance company would, of course, honor such assignment 
or application for cash surrender or loan value, there seems to be no reason 
why the company should be made a defendant and be ordered to honor the 
assignment or application.** However, if the insurer is an assignee of the 
insured by reason of having granted a loan under the policy, then it must 
be made a defendant under section 3678(b) as a party having a lien upon, 
or claiming an interest in, the property rights involved. However, even in 
cases where the beneficiary or the insurer are not necessary or indispensable 
parties, it would seem that the United States may join either or both as 
defendants, on the ground that they are “proper” parties under Rule No. 
20. The United States might conclude that such permissive joinder is 
desirable in some particular cases. For example, in a case where the Govern- 


77 If the contract contains a provision, however, prohibiting assignments without the 
company’s consent, it would not be required to honor an assignment ordered by the dis- 
trict court whether or not it is named as a defendant, unless it waived its rights there- 
under. The court cannot, under the “due process” clause of the Fifth Amendment, impair 
the obligations of private contracts or take away property rights without “due process” 
of law. 
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ment has reason to believe that the insured would refuse to carry out the 
order in the court’s decree, and punishment for contempt would not result 
in the Government’s realizing anything under the policy, a decree ordering 
the insurer to pay funds over to the United States would result in satis- 
faction or partial satisfaction of the lien. Joinder of the beneficiary with a 
mere expectancy might be deemed desirable by the Government or by the 
insurer (if it is made a defendant), on the ground that any possible claim 
by the beneficiary could be finally determined in the same action. Permis- 
sive joinder of this nature may also be more common to-day in view of the 
provisions of Rule No. 21 that: “Misjoinder of parties is not ground for 
dismissal of an action. Parties may be dropped or added by order of the 
court on motion of any party or of its own initiative at any stage of the 
action and on such terms as are just.” 

In United States v. Ullman ™ the insurance company was named a party 
defendant in the section 3678 action. Instead of moving under Rule No. 21 
that it be dropped, the company answered by counterclaiming in inter- 
pleader and paid the cash surrender values of the policies into the registry 
of the Court which, after a hearing and notice to all parties, allowed the 
interpleader. The reported facts are not too clear, but it would not appear 
to be a proper procedure for the insurance company to deposit the cash 
surrender value of a life insurance policy into court where neither the in- 
sured nor any other person entitled to obtain such value had first made a 
proper request for it and the deposit is not made under the compulsion of 
a court decree. 

Thus, it can be concluded that a beneficiary, having only an expectancy, 
and the insurance company may be joined with the insured as defendants 
in a civil action by the Government under section 3678, although parties 
other than the taxpayer having no property rights in the insurance, are 
not necessary or indispensable parties. In such case the district court has 
power, of course, under subsections (c) and (d) of section 3678 to order 
the taxpayer to assign ® his interest in the policy to the Government or to 
designate the Government the irrevocable beneficiary or to surrender the 
policy to the insurance company for its cash surrender value or to obtain 
its loan or other value and pay such value over to the Government. 

Distraint against taxpayer. In lieu of or in addition to the somewhat 
cumbersome civil action in equity under section 3678, discussed supra, the 
Government may under section 3690 collect the delinquent tax by summary 
“distraint and sale” of the “goods, chattels, or effects, including stocks, 
securities, bank accounts, and evidences of debt” of the delinquent tax- 


78 Supra note 72. 
79 See note 77 supra. 
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payer. Section 3691 merely lists various types of tangible personalty ex- 
empt from distraint and sale; it grants no specific exemption for any life 
insurance or annuity rights. Section 3692 provides that the District Di- 
rector may levy upon “all property and rights to property . . . belonging 
to” the taxpayer “‘or on which the lien provided in section 3670 exists.” 
Although the District Court in United States v. Aetna Life Insurance Co.” 
set forth with great logic the argument that historically and by construction 
of statutory language distraint under section 3690 is “limited to corporeal 
property except as otherwise provided in that same section,”’ this conclusion 
would seem to be against the weight of authority, and it would appear that 
any property, tangible or intangible, at the present time, including rights 
of insureds and beneficiaries in life insurance policies, can be subjected to 
the summary remedy of distraint unless such property is specifically ex- 
empted by section 3691." 

Thus, if a taxpayer has a property right in a life insurance policy or 
annuity contract, such right is subject to distraint and sale, just as it is 
subject to the tax lien. If it is subject to the lien, it is subject to distraint. 
The great difficulty on the part of the Government in attempting to levy 
upon a taxpayer’s interest in a life insurance or annuity contract is one of 
practicality. If the taxpayer is the complete owner of the policy, levy 
thereon and public sale thereof under section 3693 by the Government 
would be a fairly simple matter. In Cannon v. Nicholas,** for example, 
the Tenth Circuit Court of Appeals held that where the taxpayer had pur- 
chased an annuity contract from an insurance company providing for an- 
nual payments to himself during his lifetime and a specified sum to his 
executors at his death, the annuity contract could be distrained and sold 
for the unpaid taxes of the annuitant. The Court stated: “If taxpayers 
could invest their fortunes in annuities and stand aloof when the tax col- 
lector comes around, payment of taxes would be too often a voluntary 
matter.” 

However, where as is usually the case, the taxpayer’s rights as insured, 
beneficiary, or assignee are intertwined with the rights of other parties to 
the contract, levy upon and sale of his rights without disturbing the rights 
of the other parties is more difficult, if not impossible. In Kyle v. 
McGuirk * the Third Circuit Court of Appeals held that where the rev- 


80 Supra note 2. 

81 Cannon v. Nicholas, supra note 21; Columbian National Life Insurance Co. v. Welch, 
supra note 33; McGuirk v. Kyle, supra note 27; United States v. Penn Mutual Life Insur- 
ance Co., supra note 27; United States v. Massachusetts Mutual Life Insurance Co., supra 
note 33; United States v. Metropolitan Life Insurance Co., supra note 24. However, cash 
surrender values of veterans’ war risk insurance policies are not subject to distraint. 
G.C.M. 16092, 1936-1 Cum. Butt. 499. See also note 81 of Appendix. 

82 80 F.2d 934 (10th Cir. 1935). 

88 82 F.2d 212 (3d Cir. 1936). 
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ocable beneficiary had merely a contingent right, “the property rights in 
the policy are in the assured during his lifetime to an extent sufficient to 
subject those rights to distraint by the government for taxes due it by the 
assured.”’ In other words, the entire policy representing all property rights 
thereunder could be distrained and sold for insured’s delinquent taxes. 
But in Cannon v. Nicholas, it was held that where the revocable beneficiary 
(wife of the insured) had a vested right, the entire policy on the life of the 
taxpayer could not be distrained and sold for his delinquent taxes. How- 
ever, the Court intimated that the insured’s interest might be distrained in 
a proper case, stating obiter : * 

While constrained to hold that Mrs. Cannon has an interest in these poli- 


cies not subject to sale for her husband’s taxes, we do not hold that the tax- 
payer has no interest therein which may not be liable for his taxes. . 


There seems to be no case in which this has been done, but there does 
not appear to be any legal reason why the District Director could not levy, 
for instance, merely upon the interest of the insured or the beneficiary as 
taxpayer (whether the beneficiary’s interest is vested or a mere contin- 
gency) and sell it at public sale under section 3693 without disturbing the 
other party’s interest, provided it can be valued actuarially and someone 
purchases such a limited interest or one subject to survivorship provisions, 
and provided further, the state laws pertaining to “insurable interest” and 
concurrent interests are not thereby violated. In any event, distraint should 
be permitted in such cases where the state law provides that a garnishment 
or execution on a joint tenancy operates as a severance of the joint owner- 
ship, makes the parties mere tenants in common, and terminates the right 
of survivorship.** The decision in the case of Cannon v. Nicholas does 
no violation to such conclusion, since under the state law there involved the 
wife-beneficiary had an indivisible vested property interest in the entire 
policy which the Government had attempted to seize and sell to satisfy 
only the insured’s tax liability. The rule that the Government cannot dis- 
train and sell the entire contract to satisfy the tax debt of only one party 
obviously could not apply where the beneficiary has a mere expectancy 
under state law, but it might be applied in the case of joint and survivorship 
annuities and any other case where at least one other person besides the 
delinquent taxpayer has an indivisible vested property interest in the whole 
bundle of rights represented by the policy or contract. It is submitted, 
however, that distraint and sale of a taxpayer’s interest are possible, though 
perhaps subject to practical difficulties, even when it is a vested joint inter- 
est in a policy or contract. 

84 Supra note 82, at 938; italics supplied. 


85 See G.C.M. 1310, 1927-1 Cum. Butt. 101; United States v. Third National Bank of 
Scranton, 111 F.2d 152 (M.D.Pa. 1953). , 
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It appears to be settled law that property belonging to one person cannot 
be distrained to satisfy the federal tax liability of another,** and this seems 
to be the reason for the settled rule to-day that property held by the entirety 
by the taxpayer and his or her spouse cannot be distrained for the delin- 
quent taxes of either.*’ 

It has also been suggested ** that giving to both parties to the insurance 
or annuity contract an indivisible vested interest is effective to preclude 
distraint for the tax delinquencies of either. Where the beneficiary has, 
under applicable state law, a vested right (such as where he has been ir- 
revocably designated), he has an indivisible interest in all the rights under 
the contract. This is in the nature of a joint tenancy, or a tenancy by the 
entirety (if insured and beneficiary are husband and wife). Since neither 
party in a tenancy by the entirety can, acting alone, destroy the survivor- 
ship rights, whereas one joint tenant acting alone can destroy the survivor- 
ship rights in a joint tenancy,* perhaps such effective precluding of dis- 
traint can be accomplished only where the insured and the beneficiary are 
husband and wife *° and both acquired their interests at the same time. 


86 Norman, supra note 2; PAUL, op. cit. supra note 2, at 47. Although I.R.C. §3652 
prohibits injunction suits to restrain collection of taxes, such prohibition does not apply to 
distraint proceedings involving property not belonging to the taxpayer. Sce MERTENS, 
op. cit. supra note 2, §49.173; Bigley v. Jones, 64 F.Supp. 389 (W.D.Okla 1946) ; Mor- 
gan v. Moynahan, 86 F.Supp. 522 (S.D. Tex. 1949) ; McGuirk v. Kyle, supra note 27; 
Cannon v. Nicholas, supra note 21. 

87 Jones v. Kemp, 144 F.2d 478 (10th Cir. 1944); Bigley v. Jones, supra note 84; 
Rothensies v. Ullman, 24 AFTR 1200 (E.D.Pa. 1939), aff'd, 110 F.2d 590 (3d Cir. 1939) ; 
Shaw v. United States, 24 AFTR 1209 (W-D.Mich. 1939) ; United States v. Nathanson, 60 
F.Supp. 193 (E.D.Mich. 1945) ; Jessie Smith, 24 B.T.A. 807 (1931); I.T. 1571, 1923-1 
Cum. Butt. 133; MERTENS, op. cit. supra note 2, §§54.47 and 54.48; Hutcherson v. United 
States, 92 F.Supp. 168 (W.D.Mo. 1950), aff’d, 188 F.2d 326 (8th Cir. 1951) ; Raffaele v. 
Granger, 100 F.Supp. 390 (W.D.Pa. 1951), aff’d, 196 F.2d 620 (3d Cir. 1952). Compare 
United States v. Third National Bank & Trust Co. of Scranton, supra note 85; Reid, 
supra note 2, at 568; Clark, supra note 2. Contra: G.C.M. 1310, 1927-1 Cum. Butt. 101. 

88 Norman, supra note 2. 

89 CASNER, EsTATE PLANNING 184 (1953) ; 2 WatsH, CoMMENTARIES ON THE LAW OF 
REAL Property 10, 26. 

90 But see dicta, Cannon v. Nicholas, supra note 82, at 938. 
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Book Reviews 


STATE AND LocaAL TAXATION CASES 
AND MATERIALS. By JEROME R. HEL- 
LERSTEIN. New York: Prentice- 
Hall, Inc., 1952. Pp. xxiii, 871. 
$10.50. 


The Commissioner of Internal Rev- 
enue has reported that for the fiscal 
period ended June 30, 1952, the Fed- 
eral Government collected a grand 
total of $65 billion in taxes—$50.7 
billion in income and excess profits 
taxes, $.8 billion in estate and gift 
taxes, $4.5 billion in employment 
taxes, $2.5 billion in alcohol taxes, 
and $6.5 billion in other miscellane- 
ous internal revenue (i.e., tobacco, 
manufacturers’ and retailers’ excises, 
stamp, wagering, and other taxes). 
Sobering as these huge figures may 
seem, they still do not reflect the full 
measure of the tax bill paid by the 
American public; for as it was re- 
cently noted,? state governments col- 
lected $10.5 billion for the fiscal year 
1952-1953, and it may be further es- 
timated that a similar sum has been 
collected by local governments dur- 
ing this same period.* In short, while 
the daily newspaper headlines force- 
fully dramatize the expanded fiscal 
needs of our Federal Government, the 
lesser degree of publicity given to 
state and local requirements does not 
minimize the urgency of their fiscal 


190 Int. Rev. Comm’r ANN. Rep. 4 
(1953). 

2 The Wall Street Journal, Sept. 30, 1953, 
p. 1, col. 1. 

8 Compare CCH. Wuat to Do Asout 
State Taxes 1 (1953 ed.). 


demands. New school construction, 
increased salaries for teachers, needed 
highway improvement, and even cash 
bonuses for Korean war veterans, all 
call upon state and local governments 
for immediate attention. 

The extent and nature of the state 
and local tax impact is obviously of 
extreme importance to the individual 
and to his business, and an under- 
standing of its applicability and oper- 
ation is of equal import to his attor- 
ney. Yet, except for the plethora of 
legal writing on the constitutional is- 
sues involved in this field, there is an 
amazing paucity of literature dealing 
with the other ramified aspects of 
state and local taxation. Cooley’s The 
Law of Taxation,* which is nearly 30 
years old, is the only recognized trea- 
tise dealing with this area of the tax 
law, although even here the subject 
is considered in conjunction with fed- 
eral taxation. 

This lack of available state and 
local tax material has had its effect 
upon the law schools too, and has 
tended to discourage the teaching of 
a separate course in state and local 
taxation.’ In fact, the writers of tax- 


4 (4th ed. 1924). 

5 A recent report of the A.B.A.’s Junior 
Bar Committee, based upon a survey of the 
tax curricula of 26 accredited law schools, 
noted that only seven of these schools of- 
fered a separate course in state and local 
taxes. See Report of the Junior Bar Com- 
mittee, American Bar Association Section 
of Taxation, 1953 ProGRAM AND CoMMIT- 
TEE REPORTS TO BE PRESENTED AT THE Four- 
TEENTH ANNUAL MEETING OF THE SECTION 
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ation casebooks, in struggling to meet 
the growing demands of the federal 
tax statutes, have seen fit to shear off 
state and local tax materials and have 
limited their latest editions to federal 
taxation alone.* Magill and Maguire” 
and Brown ® still have retained the 
older approach to the teaching of tax- 
ation by combining federal, state, and 
local taxation in a single casebook; 
but this general survey treatment of 
these expanding subjects seems en- 
tirely inadequate today.® 

In such a setting this new casebook 
by Jerome R. Hellerstein makes a 
vital contribution. For the first time 


TO BE HELD AucGust 20-26, 1953—Boston, 


Massacuusetrts 108-109 (1953). An ear- 
lier study, conducted in the Spring of 1949 
by the Round Table Council on Taxation 
of the Association of American Law 
Schools, suggested a comparable lack of 
enthusiasm about offering a separate course 
in this field: of 24 schools then having li- 
braries of over 50,000 volumes, only eight 
had a separate course in state and local 
taxation; of 66 other schools canvassed, 
only 16 taught a separate course. See 
RESULTS OF QUESTIONNAIRE SURVEY OF 
CoursEs ON TAXATION IN ASSOCIATION 
Law Scuoots 3, 5 (1949). 

6 Compare Bruton, CASES AND Ma- 
TERIALS ON TAXATION (2d ed. 1949) with 
Bruton AND Brapiey, CasEs AND Ma- 
TERIALS ON FEDERAL TAXATION (1953 ed.) ; 
also, compare. MAGILL AND Macurre, CASES 
ON THE Law oF TaxaTION (4th ed. 1947) 
with Macitt, CASES AND MATERIALS ON 
FepERAL TAXATION (1950). The trend 
towards offering a separate course in fed- 
eral taxation alone began in 1940 with the 
publication of Griswold’s first edition of 
CASES AND MATERIALS ON FEDERAL TAXA- 
TION. 

7 CASES ON THE LAW or TAXATION (4th 
ed. 1947). 

8 CasES AND OTHER MATERIALS ON THE 
Law or TAXATION (2d ed. 1952). 

®See Caplin, Book Review, 6 J. LEGAL 
Epuc. 2 (1953). 


state and local taxation is put into its 
proper perspective. While the author 
regards his subject as “a branch of 
statutory and constitutional law,” ?° 
his main thrust is towards explaining 
the purpose and background of par- 
ticular taxing statutes and, thereafter, 
seeking to assist the reader in inter- 
preting the myriad of statutory and 
administrative materials which are the 
points of beginning in any tax matter. 
This does not mean that the consti- 
tutional issues frequently encountered 
in this field are ignored. Rather, the 
author devotes a substantial amount 
of space to federal and state con- 
stitutional questions and competently 
guides his readers through the many 
Supreme Court opinions dealing with 
the commerce clause, the due process 
clause, the imports and exports clause, 
equal protection of the laws, and the 
privileges and immunities of citizens. 
However, there is a deliberate attempt 
to minimize any overlapping with the 
more complete coverage given to these 
issues in the traditional course in Con- 
stitutional Law, and while this inten- 
tion is not always sustained, the lim- 
ited duplication which occurs is amply 
justified by the desirability of present- 
ing the state and local tax field as an 
integrated whole. 

The author approaches his subject 
matter in essentially the same way 
that federal taxation has been taught 
in the law schools: by putting the 
original source materials in the hands 
of the student ** and by dealing with 
the basic construction problems aris- 
ing under each particular statute. At 


10 P, 27. 

11 This is accomplished through the use 
of a separate booklet containing selected 
taxing statutes and regulations. See p. v. 
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the same time, he is interested in 
concentrating upon the more distinc- 
tive types of state and local taxes— 
sales and use, gross receipts, property, 
franchise, business income, and capi- 
tal stock taxes. And even within this 
limited area, he is still careful to keep 
as his focus only those problems 
which are peculiar to these state and 
local statutes. For example, in deal- 
ing with business taxes, heavy empha- 
sis is placed upon the ever present 
problem of apportionment or alloca- 
tion. Again, in dealing with state 
death taxes and personal income 
taxes, the accent is upon such issues 
as the implications of the domiciliary 
determination, the taxation of non- 
residents, and the taxability of intan- 
gibles. Where problems have been 
found to be common to federal as 
well as to state and local taxation, 
such as the concepts of gross income 
and net income and the concepts of 
gross estate and net estate, the author 
has wisely deferred to the extensive 
treatment given to these subjects in 
the current casebooks in the federal 
tax field.?? 

As might be expected, this book is 
not a mere static compilation of de- 
cided cases. Instead, it carefully sifts 
conflicting masses of materials, sets 
forth interpretations of current doc- 
trines, and suggests future trends. 
Thus, while the text does not include 
Perkins v. Benguet Consolidated Min- 
ing Co.,'* the holding of this case may 


12 £.g., see SURREY AND WARREN, FED- 
ERAL INCOME TAXATION CASES AND Ma- 
TERIALS (1953 ed.); Bruton AND Brap- 
LEY, op. cit. supra note 6; WARREN AND 
Surrey, FepERAL ESTATE AND Girt TAXA- 
TION CASES AND Martertats (1952 ed.); 
BitTKer, Estate AND GiFt TAXATION 
Cases AND MatertaAts (1951). 

18 342 U.S. 437 (1952), rehearing denied, 
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be gleaned from the author’s treat- 
ment of International Shoe Co. v. 
State of Washington.* Again, while 
the case of Dameron v. Brodhead * 
was not decided until after the publi- 
cation of this casebook, the author’s 
analysis of the Soldiers’ and Sailors’ 
Civil Relief Act of 1940 clearly sug- 
gests the result reached in this case.'® 
Hellerstein’s State and Local Taxa- 
tion Cases and Materials is a major 
work. It is the first comprehensive 
casebook devoted exclusively to taxa- 
tion on the state and local levels and 
provides invaluable material for the 
teacher and the practitioner who, in 
this dynamic field, is so often required 
to extricate himself from a quagmire 
of overlapping and uncoordinated 
statutory provisions, elusive constitu- 
tional doctrines, and conflicting judi- 
cial and administrative decisions. For 
the practitioner, be he a tyro or spe- 
cialist in state and local taxation, the 
book contains a rich source of case and 
statutory correlations, editorial analy- 
sis, and selected references to current 
legal literature. For the teacher, the 
book will supply a full answer to his 
classroom needs and should prove to 
be the needed stimulus to the revitali- 
zation of the teaching of state and 
local taxation in the law schools. 
—Mortimer M. Captin * 


343 U.S. 917 (1952). See also Perkins v. 
Benguet Consolidated Mining Co., 158 
Ohio St. 145, 107 N.E.2d 203 (1952). 

14 326 U.S. 310 (1945). 

15 345 U.S. 322 (1953). 

16 P, 775, 

* Mortimer M. Capiin is a member of 
the New York and Virginia Bars, Profes- 
sor of Law at University of Virginia Law 
School, and author of articles in legal peri- 
odicals. 
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ALIENS AND THE UNITED States INcomE Tax Law. By Henry SCHNEIDER. 
31 Taxes 795 (October, 1953). 

COLLAPSIBLE CoRPORATIONS—THE STATUTE AND REGULATIONS. By CHARLES 
C. MacLean, Jr. 67 Harv. L. Rev. 55 (November, 1953). 

ELEMENTS OF A SECTION 117 “SALE or EXCHANGE,” THE. Note. 53 Col. L. 
Rev. 991 (November, 1953). 

FEDERAL EsTaATE TAX (REV. ED.). By AprtAN DEWIND, JAMEs B. LEwIs, 
and Herrick K. Linstone. New York: Practising Law Institute, 1953. 
Pp. 171. $2.00. 

Girt Tax. By Grorce Craven. New York: Practising Law Institute, 1953. 
Pp. 97. $2.00. 

LECTURES FROM THE UNIVERSITY oF CH1IcAGo SIxTH ANNUAL FEDERAL TAX 
CoNFERENCE. 31 Taxes 957 (December, 1953). 

MINIMIZING TAXES ON PROFESSIONAL INCOME (INTERNAL REVENUE CODE 
Section 107). By Cuartes B. Bayty, Jr. Albany: Newkirk Associates, 
Inc., 1953. Pp. xvii, 267. $7.50. 

One-Day CONFERENCE ON PROBLEMS OF THE CHARITABLE FOUNDATION. 
Under Auspices of New York University INSTITUTE ON FEDERAL 
TaxaTion. New York: Prentice-Hall, Inc., 1953. Pp. 59. $3.95. 

PROCEEDINGS OF THE FourtH ANNUAL INSTITUTE ON Ort AND GAs Law 
AND TAXATION AS IT AFFECTS THE OIL AND Gas INpustRY. Presented 
by SOUTHWESTERN LEGAL FouNDATION IN COOPERATION WITH SOUTH- 
ERN Metuopist University ScHoot or Law. Albany: Matthew 
Bender and Co., 1953. Pp. 507. $17.00. 

PROFITABLE TAX PLANNING. THE Best ON TAXATION FROM THE JOURNAL 
or AccounTANCcY. New York: American Institute of Accountants, 
1953. Pp. 95. $1.00. 

Pusiic ACCOUNTABILITY OF FOUNDATIONS AND CHARITABLE Trusts. By 
ELeanor K. Taytor. New York: Russell Sage Foundation, 1953. Pp. 
231. $3.00. 

REVISION OF THE INTERNAL REVENUE Cope. By AuBrey R. Marrs. 31 
Taxes 775, 867 (October, November, 1953). 

Statistics oF INcoME FoR 1947—Part I. CompiLep From InpivipuaL IN- 
cCoME Tax Returns, TAXABLE Fipuctary INcoME Tax REtuRNS, Es- 
TATE TAX RETURNS, AND Girt Tax Returns. Compiled by Bureau oF 
INTERNAL REVENUE. Washington: Government Printing Office, 1953. 
Pp. 516. $1.25. 


* Compiled by Sydney Prerau and Irving Schreiber of the New York Bar. 
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SuPREME Court, 1952 Term, THE. V. BANKRUPTCY AND FEDERAL TAXA- 
TION. 67 Harv. L. Rev. 162 (November, 1953). 

TAXATION oF “Excess INTEREST” ON LiFE INSURANCE ProceEDs. By STAN- 
LEY L. GoLtpEN. 31 Taxes 818 (October, 1953). 

Tax AsPECTs OF OWNING AND DisPosING OF INTERESTS IN Ort AND Gas. By 
G. W. Wetscu. 31 Taxes 855 (November, 1953). 

Tax PLANNING FoR FOUNDATIONS AND CHARITABLE GIvING. By WILLIAM J. 
Casey, J. K. LAsser, and WALTER Lorp. Roslyn, N. Y.: Business Re- 
ports, Inc., 1953. Pp. 234. $12.50. 

‘Tax PLANNING FoR Security TrAnsactions. By SypNEy A. GuTKIN and 
Davip Becx. 31 Taxes 906 (November, 1953). 

TAX SHELTER FOR THE FAmiLy. By WittiAm J. Casey and J. K. Lasser. 
Roslyn, N. Y.: Business Reports, Inc., 1953. Pp. 181. $12.50. 

Tax SHELTER IN Business. By WitttAm J. Casey and J. K. Lasser. 
Roslyn, N. Y.: Business Reports, Inc., 1953. Pp. 156. $12.50. 
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Realignment Of Stockholders’ Interests In 
Reorganizations Under Section 


112(g) (1) (D) 


MARVIN LYONS 


I. the case of a corporation conducting two separate operations, busi- 
ness necessity may require the division of the entire business into two 
separate corporations, with the ownership or control of each corporation 
vested in one of two groups of its stockholders. This problem can arise 
not only in anti-trust cases but also in other situations. It may, perhaps, 
best be brought into focus by stating a hypothetical case. 

A and B are the sole stockholders (each owning a substantial block of 
the stock) of a corporation engaged in conducting two separate operations, 
each of which in itself is a substantial business. They are actively engaged 
in managing the affairs of the corporation and have devoted a good part 
of their lives to it. They have reached an impasse on a fundamental ques- 
tion of management policy affecting the future course of the business of 
the corporation. Neither wishes to sell his interest and neither wishes to 
liquidate. What they would like to do is to divide the business into two 
corporations, each corporation taking over one of the operations, A acquir- 
ing control of one corporation and B acquiring control of the other, so that 
each may pursue what he regards as the proper management policy in con- 
ducting one of the two divisions of the existing business. 

To what extent is it possible to effect a reorganization of the business 
to accomplish this result and also to vest the ownership of the stock of 
one corporation in A and the other in B, without recognition of gain to 
the existing corporation and its stockholders? This question in its various 
aspects is the subject of this paper. 


CONTINUITY OF INTEREST 


Since one of the principal problems is whether and to what extent, if 
any, the continuity-of-interest principle would be violated in carrying out 
such a reorganization, a brief, general review of the origin and applica- 


Marvin Lyons (B.C.S., New York University, 1923; LL.B., Harvard Law School, 
1926) is a member of the New York Bar and a member of the firm of Debevoise, Plimp- 
ton & McLean. . 
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tion of the principle will serve as useful background for the more par- 
ticular discussion which follows. 

The continuity-of-interest concept when it originally appeared* as a 
necessary judicial limitation on the parenthetical clause in the pre-1934 
definition * of “reorganization” was a fairly simple one: a sale is not a 
reorganization. The Supreme Court decided that a transfer of assets by 
one corporation to another for cash and notes was not a reorganization, 
though it met the literal terms of the statute, because the former pro- 
prietors had sold out ; after the transfer they no longer had a proprietary 
interest in the assets transferred.* It was later made clear that where part 
of the consideration was cash or notes and the other part was common 
stock or preferred stock, or both, the transaction would not fail as a re- 
organization if the continuing stock interest was “definite and material” 
and “represented a substantial part of the value of the thing transferred” ; * 
also that the interest of all the former proprietors need not continue if a 
substantial part of the whole interest did continue.® 

The principle was intended to be not rigid but flexible; to give recog- 
nition to the fact that cash and paper other than equity securities frequently 
are part of the consideration in such transactions; that some of the old 
stockholders frequently drop out ; that sometimes new ones appear in their 
places ; and that the new equity interests in the transferee acquired by the 
stockholders of the transferor rarely, if ever, are an exact duplicate of that 
which they held before, whether all or a part of the assets of the transferor 
are transferred to the transferee.° | 

The principle as currently applied under the post-1934 statutory defini- 
tion of a reorganization was well stated in Southwest Natural Gas Co. v. 
Commissioner * as follows: 


While no precise formula has been expressed for determining whether there 
has been retention of the requisite interest, it seems clear that the require- 


1 Pinellas Ice Co. v. Comm’r, 287 U.S. 462 (1933) ; Cortland Specialty Co. v. Comm’r, 
60 F.2d 937 (2d Cir. 1932), cert. denied, 288 U.S. 599 (1933). 

2 E.g., Sec. 203(h) (1) of the Revenue Act of 1924, which provided: “(1) the term ‘re- 
organization’ means (A) a merger or consolidation (including the acquisition by one cor- 
poration of at least a majority of the voting stock and at least a majority of the total num- 
ber of shares of all other classes of stock of another corporation, or substantially all the 
properties of another corporation), .. .” 

8 Note 1 supra; the same rule was later applied where the consideration received was 
cash and long-term bonds. Le Tulle v. Scofield, 308 U.S. 415 (1940). 

4 Helvering v. Minnesota Tea Co., 296 U.S. 378, 385 (1935) ; Nelson Co. v. Helvering, 
296 U.S. 374 (1935). 

5 Nelson Co. v. Helvering, 296 U.S. 374 (1935); Miller v. Comm’r, 84 F.2d 415 (6th 
Cir. 1936), after remand to the Board of Tax Appeals, 103 F.2d 58 (6th Cir. 1939) ; Mus- 
kegon Motor Specialties Co. v. Comm’r, 134 F.2d 904 (6th Cir. 1943), cert. denied, 320 
U.S. 741 (1943). 

6 See cases in notes 4 and 5 supra. 
7189 F.2d 332, 334 (5th Cir. 1951). 
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ment of continuity of interest consistent with the statutory intent is not ful- 
filled in the absence of a showing: (1) that the transferor corporation or its 
shareholders retained a substantial proprietary stake in the enterprise repre- 
sented by a material interest in the affairs of the transferee corporation, and, 
(2) that such retained interest represents a substantial part of the value of 
the property transferred. 


In general, this requirement must be met in reorganizations which in- 
volve the acquisition by one corporation of all or a part of the assets of an- 
other corporation. Recent decisions have indicated that the rule does not 
necessarily have to be satisfied to bring a recapitalization within the non- 
recognition provisions.*® 

The character of the required continuing interest may differ, depend- 
ing upon the particular clause in the reorganization definition which is 
applicable. In statutory mergers or consolidations, governed by section 
112(g) (1) (A), the requirement is in terms of the principle stated in the 
Southwest Natural Gas case. The same requirement would also appear to 
be applicable under section 112(b)(10)° covering the reorganization of 
insolvent corporations pursuant to court approval, with the qualification 
that in those cases where the creditors of the transferor have stepped into 
the equity position of the stockholders, the requirement is met if such 
creditors acquire the stock of the transferee.*° Other clauses of the reor- 
ganization definition concerning the acquisition by one corporation of sub- 
stantially all the assets of another [section 112(g) (1) (C)] and the acqui- 
sition of at least 80 per cent of the stock of another corporation [section 
112(g) (1) (B)] prescribe a strict statutory test of continuity of interest 
requiring that the consideration for that which is transferred be limited 
“solely” to “voting stock” of the transferee. 

Clause (D) of section 112(g) (1), the language of which has remained 
unchanged since its enactment in 1924, also contains its own continuity-of- 
interest requirement. Clause (D) covers: 


a transfer by a corporation of all or a part of its assets to another corporation 
if immediately after the transfer the transferor or its shareholders or both are 
in control of the corporation to which the assets are transferred, 


8 E.g., Penfield v. Davis, 105 F.Supp. 292, 311 (N.D.Ala. 1952), aff'd, 205 F.2d 798 
(5th Cir. 1953) (bonds for preferred stock) ; Comm’r v. Edmonds’ Estate, 165 F.2d 715, 
719 (3d Cir. 1948) (bonds for bonds) ; I.T. 4081, 1952-1 Cum. Butt. 65; see generally, 
Friedman and Silbert, The “Continuity of Interest” Test in Recapitalizations in PRoceEp- 
INGS OF NEw York UNIversiTy ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
361 (1953) ; Griswold, “Securities” and “Continuity of Interest,” 58 Harv. L. Rev. 705, 
717 (1945). 

® Chicago Stadium Corporation, 13 T.C. 889 (1949) ; see Standard Coal, Inc., 20 T.C. 
208, 215 (1953), Acq., 1954 Int. Rev. Bux. No. 5 at 4 (1954). 

10 Standard Coal, Inc., supra note 9; Reg. 118, Sec. 29.112(b) (10)-1. 

11 See, however, sections 112(k) and 112(g)(1)(C) for the provisions which permit 
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the term “control” being defined in section 112(h) as meaning: 


the ownership of stock possessing at least 80 per centum of the total combined 
voting power of all classes of stock entitled to vote and at least 80 per centum 
of the total number of shares of all other classes of stock of the corporation. 


This control requirement is broader than the statutory requirement in 
clauses (B) and (C) in that the continuing equity interest may include 
non-voting as well as voting stock, but is narrower than the judicially 
declared coritinuity-of-interest requirement in that the transferor or its 
shareholders must acquire a stated percentage, at least, of the voting and 
non-voting equity interest in the transferee. The continuity-of-interest 
principle as well as its underlying policy are, however, apposite in the 
interpretation of the control requirement in clause (D), particularly in 
cases where the language of the clause does not clearly answer the question 
posed in any particular case. 


CoRPORATE DIVISIONS IN GENERAL 


Clause (D) is the applicable provision in situations in which it becomes 
either necessary or desirable for business reasons for a corporation con- 
ducting two or more operations in separate divisions to segregate each 
division into a separate corporation. If this is done simply by the transfer 
of a part of the assets to a newly organized subsidiary wholly owned by 
the transferor corporation, the transaction, of course, is a simple reorgani- 
zation under clause (D), and the exchange of assets for stock or securities 
of the subsidiary falls within section 112(b) (4). 

If it is desirable that the transferee corporation be owned directly by 
the stockholders of the transferor, this result may be accomplished under 
the definition in clause (D) through either : 

(1) a spin-off, i.e., the distribution of the stock of the transferee to 
the stockholders of the transferor ; ** or 

(2) a split-off, i.e., the surrender by the stockholders of the transferor 


the assumption by the transferee of liabilities of the transferor in transactions involving 
asset transfers. 

12 Section 112(b) (11), added by section 317 of the Revenue Act of 1951, restored spin- 
offs to the tax-free status they enjoyed from 1924-1934, subject to certain express limita- 
tions, namely, (1) the distribution of preferred stock is proscribed, and stock alone may 
be distributed to the shareholders; (2) all corporations a party to the reorganization must 
continue the active conduct of a trade or business; and (3) the corporation whose stock 
is distributed is not to be used principally as a device for the distribution of earnings and 
profits. See Rapp, Spin-Offs in Proceepincs or New York University ELEvENTH AN- 
NUAL INSTITUTE ON FEDERAL TAXATION 343 (1953); Ohl, Basis and Allocation of Earn- 
ings and Profits, id. at 311; Johnson, Split-Offs and Split-Ups, id. at 285; Mette, Spin- 
Off Reorganization and the Revenue Act of 1951, 8 Tax L. Rev. 337 (1953). 
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of a part of their stock in exchange for the stock of the transferee; ** or 

(3) a split-up, 7.e., the transfer of a part of the assets to one corpora- 
tion and of the remainder of the assets to another corporation followed 
by the dissolution of the transferor and the distribution of the stock of 
both transferees to the stockholders of the transferor in exchange for their 
stock of the transferor.** 

In all these cases, if each class of stock of each transferee is distributed 
pro rata to all the stockholders of the transferor, it is clear that the statu- 
tory control requirement of clause (D) as well as the continuity-of-interest 
requirement would be met and the clause would be applicable,** subject 
to compliance with the business-purpose requirement. 

This brings us to the case put at the outset in which 4 and B, the stock- 
holders of a corporation, who have a basic disagreement as to management 
policy, wish to go their separate ways, each taking over control of one of 
two corporations, and each of which would own one of the two divisions 
of the business. 


COMPLETE SEPARATION 


If A and B wish to part company entirely, so that upon the completion 
of the reorganization the assets of one division are split off in a new cor- 
poration, all the stock of which is owned by A, and the assets of the other 
division remain in the old corporation, all the stock of which is owned by 
B, the decided cases hold that the transaction does not fall within clause 
(D).** 

The Morgan, Case, and Weicker cases, all of which involved split-off 
transactions, were decided upon the clear and simple ground that the 
literal terms of the control requirement in clause (D) had not been met. 
In our hypothetical case, immediately after the transfer A, the sole stock- 
holder of the transferee, would no longer be a stockholder of the trans- 
feror, so that neither the transferor corporation nor B, its sole stockholder, 


could be said to be in control of the transferee. 


18 Chester E. Spangler, 18 T.C. 976 (1952) Acq., 1953-1 Cum. Butt. 6; Thomas L. 
Williams, 12 TCM 186 (1953) ; Rev. Rul. 289, 1953 Int. Rev. Buty. No. 26 at 10 (1953). 

14 Teatley Green, 1 TCM 297 (1942) ; Sen. Rep. No. 398, 68th Cong., Ist Sess. (1924), 
1939-1 Cum. Butt. (Part 2) 266, 276; Drug, Inc., Ruling, 1953-2 CCH 776.115; see also 
Chester E. Spangler, 18 T.C. 976, 988. 

15 For the treatment of boot as ordinary income in split-offs and split-ups, see Lewis v. 
Comm’r, 176 F.2d 646 (1st Cir. 1949); Love v. Comm’r, 113 F.2d 236 (3d Cir. 1940) ; 
Estate of Elise W. Hill, 10 T.C. 1090 (1948); Heatley Green, note 14 supra. See also 
Cohen, Surrey, Tarleau, and Warren, A Technical Revision of the Federal Income Tax 
Treatment of Corporate Distributions to Shareholders, 52 Cor. L. Rev. 1, 40-45 (1952), 
for a discussion of legislative proposals under study by The American Law Institute. 

16 Morgan v. Helvering, 117 F.2d 334 (2d Cir. 1941) (25 per cent of net assets split 
off) ; Case v. Comm’r, 103 F.2d 283 (9th Cir. 1939) (45 per cent of net assets split off) ; 
Weicker v. Howbert, 103 F.2d 105 (10th Cir. 1939) (42 per cent of: net assets split off). 
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What would have been the result had the transactions involved in the 
Morgan, Case, and Weicker cases taken the form of a split-up rather than 
a split-off ? We have no answer in the decisions, for no such case has been 
reported. The question, however, is an interesting one and is worth ex- 
ploring. Taking the case of A and B, if their corporation were reorgan- 
ized into two new corporations and were dissolved, and A in exchange for 
the surrender of the stock in the old corporation received all the stock of 
one of the new corporations, representing the value of his equity in the old 
corporation, and B in exchange for the surrender of his stock in the old 
corporation received all the stock of the other new corporation, represent- 
ing the value of his equity in the old corporation, would not such a reor- 
ganization qualify under clause (D) ? 

The first objection might be that the stock of each new corporation was 
not distributed to the stockholders of the transferor in proportion to their 
stockholdings in the transferor. But this point would have no support in 
the language of clause (D), for it contains no such requirement, in con- 
trast to section 112(b) (5) which expressly requires that the stockholders 
have substantially proportionate, continuing interests. In the Weicker case 
the Government argued that the control provision of clause (D) required 
the stockholders of the transferor to acquire stock in the transferee sub- 
stantially in proportion to their former stock interests. But the Court re- 
jected this argument and interpreted clause (D) as permitting dispropor- 
tionate distribution of the stock of the transferee.’ 

The next question is whether the statutory control requirement of 
clause (D) would be satisfied. The answer would seem to be in the 
affirmative, for immediately after the transfer A, a stockholder of the 
transferor corporation in dissolution, would own 80 per cent or more (in 
fact, all) of the stock of one of the two transferee corporations, and B 
would be in the same position as to the other transferee corporation. 

It might be argued that A and B ceased to be stockholders of the old 
corporation upon the surrender of their stock therein, and that therefore 
neither the transferor nor its stockholders were in control of either trans- 
feree immediately after the transfer. This argument, if it were sound, 
would take all split-ups out of clause (D). The technical answer to it 
would seem to be that a dissolved corporation in almost all states con- 
tinues in existence for at least a stated period for the purpose of winding 
up its affairs and the stockholders continue as stockholders during that 


17 Weicker v. Howbert, supra note 16; cf. Roosevelt Investment Corporation, 45 B.T.A. 
440, 453 (1941) Acq., 1941-2 Cum. Butt. 11, a case involving multiple transfers by sev- 
eral corporations to a new corporation, in which the Board of Tax Appeals held the trans- 
fers within clause (D) and also that “the proportionate interest required under Section 
1112(b) (5) is not required for a statutory reorganization under [clause (D)].” 
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period.** In any case, the argument has never been regarded as having 
any real merit, for split-ups generally were expressly declared to be within 
the scope of clause (D) in the reports of the Congressional Committees on 
the Revenue Bill of 1924, and have since been consistently recognized as 
tax-free reorganizations by the Treasury and the courts.”® 

It might also be argued that since the stock of each transferee is owned 
by some, not all, of the stockholders of the transferor, the requirement 
that control of the transferee be vested in “the transferor or its share- 
holders” is not satisfied. The answer is that the courts have consistently 
held that “its shareholders” in that context does not mean all, or sub- 
stantially all, the shareholders of the transferor, and that the statutory 
requirement is satisfied even where a substantial part of the stock owner- 
ship of the transferor does not participate in the control, through stock 
ownership of the transferee.” 

The final question would be whether the judicially declared continuity- 
of-interest limitation is violated in this type of split-up. The answer 
would seem to be that it is not. If, as would be the case, the stock of one of 
the new corporations received by A were substantially equivalent in value 
to the stock of the transferor surrendered by him, and the same were true 
as to B, the transaction could not be said to have any of the elements of 
a sale. Nor would it be comparable to a partial or complete liquidation of 
the business of the old corporation, for the two former divisions of that 
business, each constituting a substantial part of the net assets of that cor- 
poration, would be continued as going businesses in the two new separate 
corporations. The stock of the new corporation owned by A would repre- 
sent a continuing, proprietary interest in a substantial part of the assets of 
the old corporation prior to the transfer, and the same would be true as to 
B; the proprietary interest previously held by each in the old corporation 
would be replaced by a proprietary interest of substantially equivalent value 
in one of the two new corporations. 

Could continuity of interest be said to be broken because 4 did not con- 
tinue as a stockholder in the new corporation owned by B, or vice versa? 
There are cases holding that continuity of interest under clause (D) is not 


18 See Learned Hand, J., in Morgan v. Helvering, 117 F.2d 334, 337 (2d Cir. 1941) ; 
cf. Helvering v. Schoellkopf, 100 F.2d 415 (2d Cir. 1938); Clyde Bacon, 4 T.C. 1107 
(1945) Acq., 1945 Cum. Butt. 1. 

19 See note 14 supra. 

20 Reilly Oil Co. v. Comm’r 189 F.2d 382 (5th Cir. 1951), affirming 13 T.C. 919 
(1950) ; Seiberling Rubber Co. v. Comm’r, 169 F.2d 595 (6th Cir. 1948); Motor Power 
Equipment Co. v. Reynolds, 53-1 USTC {166,056 (D.Minn. 1953) ; Toklan Royalty Corp. 
v. Jones, 58 F.Supp. 967 (W.D.Okla. 1944), appeal dismissed, 147 F.2d 856 (10th Cir. 
1945). See note 5-supra. 
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broken where 25 per cent,” or 31 per cent,” or as much as 42 per cent,” 
of the stock ownership in the old corporation drops out and the new cor- 
poration is owned by the remaining stockholders of the old. On the other 
hand, there is the Civic Center case,** holding that continuity of interest is 
broken where 60 per cent of the stock ownership of the old corporation is 
eliminated and the stock of the new corporation is acquired by the remain- 
ing 40 per cent. These cases for the most part *° involved the reorganiza- 
tion of insolvent corporations in which the stockholders who dropped out 
or were forced out, either sustained a total loss or received cash or property 
for their shares, and the remaining assets in the hands of the new corpora- 
tion constituted the continuing, going business owned by a substantial num- 
ber of the old stockholders. 

In the Civic Center case the entire business, including all the assets of 
the old corporation, continued in the hands of the new corporation. The 
decision that a continuance of 40 per cent of the old equity owners was 
not enough to support a tax-free reorganization is questionable. If that 
case, which involved a 1936 transaction, had arisen under the pre-1934 
parenthetical clause, the continuity-of-interest requirement would clearly 
have been satisfied, for in a number of cases arising under the old paren- 
thetical clause, reorganizations were upheld where substantially less than 
40 per cent of the stock ownership of the old corporation retained a con- 
tinuing interest in the new corporation.” If, as was decided in the Reilly 
Oil and other cases,” the language of clause (D) does not require a con- 
tinuance of interest on the part of all, or substantially all, of the old stock- 
holders, there would seem to be no‘ valid reason for applying a different 
standard of continuity of interest under clause (D) than under the old 
parenthetical clause, as long as the literal terms of the clause are satisfied. 


21 Seiberling Rubber Co. v. Comm’r, supra note 20; Toklan Royalty Corp. v. Jones, 
supra note 20. 

22 Reilly Oil Co. v. Comm’r, supra note 20. 

23 Motor Power Equipment Co. v. Reynolds, supra note 20. 

24 Civic Center Finance Co. v. Kuhl, 83 F.Supp. 251 (E.D.Wis. 1948), aff’d per curiam, 
177 F.2d 706 (7th Cir. 1949). 

25 The only exception is the Toklan case, supra note 20, in which the expiration of a 
corporate charter occasioned the reorganization. 

26 See Miller v. Comm’r, 84 F.2d 415 (6th Cir. 1936), discussed infra (where only 
25 per cent of the stock ownership of the old corporation received stock in the new cor- 
poration, yet the Court upheld the reorganization) ; and Muskegon Motor Specialties Co. 
v. Comm’r, 134 F.2d 904 (6th Cir. 1943), cert. denied, 320 U.S. 741 (1943) (in which 
the Court held that there was a reorganization, although in respect of one of the trans- 
feror corporations only one stockholder holding 28 per cent of its stock received stock of 
the transferee together with other considerations of substantial value). Compare also 
Nelson Co. v. Helvering, 296 U.S. 374 (1935) (only 41.3 per cent of the considera- 
tion received by the transferor and distributed to its stockholders was in stock of the 
transferee). 

27 See note 20 supra. 
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Unless the Civic Center case is considered to have been decided wrongly, 
any attempt to apply this line of decisions to the case of A and B can lead 
only to confusion. Suppose, for example, that A held a 40 per cent interest 
and B a 60 per cent interest in the old corporation, and after the reorgani- 
zation A owned all the stock of one new corporation which held 40 per 
cent of the net assets, and B held all the stock of the other which held 
60 per cent of the net assets. Would the reorganization as to B’s cor- 
poration be upheld because his continuing interest represented 60 per cent 
of the stock ownership of the old corporation, but the reorganization as 
to A’s corporation be struck down because his continuing interest repre- 
sented only 40 per cent of the stock ownership of the old corporation ? 

Judge Disney, who dissented from the Tax Court’s decision in the 
Reilly Oil case, would have said that the reorganization was bad as to both 
corporations, for it was his view that the term “its shareholders” in clause 
(D), if not requiring participation of 100 per cent of the transferor’s 
shareholders, at least requires participation of “so many that another por- 
tion could not reorganize into another corporation.” But this view was 
rejected by the majority of the Court and by the Court of Appeals.** 

In the Reilly Oil case, unlike the other insolvency cases, the non-continu- 
ing stockholders (holding 31 per cent of the stock) received assets of the 
old corporation in exchange for their stock. One non-continuing stock- 
holder received an oil well; the others received the cash proceeds from the 
sale of several oil wells, leases, and royalties. Only what remained of the 
corporation’s assets was transferred to the new corporation, all the stock 
of which was acquired by 69 per cent of the stockholders of the trans- 
feror. If the oil properties that were disposed of had been transferred 
instead as a part of the plan to a second new corporation in which the 
remaining 31 per cent of the stockholders had received all the stock, it 
is hard to see why that would have changed the reorganization into a tax- 
able transaction. There would have been continuity of interest to a greater 
degree in such a plan than in the plan actually carried out. 

The fact that the reorganization results in a substantial change in the 
relationship of the stockholder to the assets transferred does not neces- 
sarily destroy continuity of interest. For example, in the Minnesota Tea 
case *° the transferor’s assets were acquired by a going concern for a con- 
sideration, 56 per cent of which was in stock of the transferee and the 
remaining 44 per cent in cash. There the stockholders of the transferor 
acquired an equity in the assets of the transferee in which they previously 
had no interest, and their previous equity in the assets given up by the 
transferor was substantially reduced. If this kind of change in the rela- 


28 Reilly Oil Co. v. Comm’r, supra note 20. 
29 Helvering v. Minnesota Tea Co., 296 U.S. 378, 386 (1935). 
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tionship of the stockholder to the assets of the transferor does not destroy 
continuity of interest, it would seem that the shift of interest which would 
occur in the case of A and B from a partial interest in the whole to a 
whole interest in a part, should not be held to destroy continuity of interest 
as long as each part is substantial. 

To put it another way, if A and B had initially been stockholders of 
separate corporations which merged and later separated through a split- 
up, could it be said that although their original interests continued in the 
merger, they did not continue in the split-up because after the split-up 
neither A nor B had a continuing interest in the entire merged enterprise ? 
The Reilly Oil case would appear to be authority for the view that a con- 
tinuing interest in no more than a substantial part of the enterprise is suf- 
ficient. Despite the Reilly Oil case, the Treasury apparently does not take 
this view; it appears to regard split-ups involving the kind of separation 
which occurred in split-off transactions in the Case, Morgan, and Weicker 
cases *° as being governed by those cases. 

Considering the legitimate business purposes which such reorganizations 
are designed to accomplish, the fact that they are not devices for the dis- 
tribution of earnings and that no actual liquidation of the business is in- 
volved, the tax results of these decisions seem harsh. Two taxes result, 
one on the exchange between the corporations of assets for stock, and the 
other on the exchange of stock for stock between the stockholders and 
the transferor corporation. The corporate tax might be eliminated by 
effecting a partial liquidation in kind of a part of the net assets to one 
group of stockholders, followed by a transfer of such net assets to a new 
corporation. However, this is an awkward and normally impractical pro- 
cedure for a reorganization in which continuance of the going business 
in corporate form is the objective, for it is usually important in such cases 
to avoid imposing personal liability on the stockholders for any debts of 
the corporation. 

If the Treasury adheres to its position, this type of case would seem to 
be a proper subject for relief through legislative amendment, with proper 
safeguards, of course, against the use of the relief provision as a means of 
distributing dividends.“ The policy which underlies postponement of capi- 
tal gains tax when two or more businesses are united by merger, should 
also be the basis for postponement of capital gains tax on the corporation 
and its stockholders when it becomes necessary for a business to split and 
for two groups of stockholders to go separate ways in the continuance of 


30 Supra note 16. 

81 See Davis v. Penfield, 205 F.2d 798, 801 (5th Cir. 1953) (recognizing the policy of 
postponement of capital gains taxes in reorganizations as long as dividend distributions 
are not involved). 
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the operation of separate parts of the once unified business. It is hard to 
see any reason for a policy which favors separation any less than unifica- 
tion, where legitimate business needs or, as in some anti-trust cases, court 
decrees call for such action.** 


SHIFT OF VOTING CONTROL 


The foregoing applies only to the cases where A and B wish to effect a 
reorganization as a result of which neither retains any interest in the cor- 
poration to be controlled by the other. If they were satisfied merely to ef- 
fect a shift of voting control, each continuing to own a pro rata interest in 
the total equity of each corporation, no difficulty should be encountered in 
effecting a tax-free reorganization. This result could be accomplished, for 
example, in the following manner. 

If the capital stock of the existing corporation is of one class, it could 
be reclassified into voting and non-voting stock; and a new corporation 
could be organized to which one of the two divisions could be transferred 
in exchange for all of its stock, both voting and non-voting. The two 
classes of stock of the new corporation could then be distributed pro rata 
to A and B and they could then effect exchanges between them of voting 
stock in each corporation for non-voting stock therein, with the object of 
vesting the voting control of one corporation in A and of the other in B. 

The recapitalization aspect of such a transaction would constitute a re- 
organization under clause (E) and the transfer of assets a reorganization 
under clause (D). The distribution of the stock of the transferee would 
be tax free under section 112(b) (3), if the transaction were carried out 
as a split-off, or under section 112(b)(11) as a spin-off. The final ex- 
changes of stock between A and B would be tax free under sections 112 
(b) (2) and 112(b) (3). 

The control and continuity-of-interest requirements would be met be- 
cause all the stockholders of the transferor as a group would continue to 
own the same proportionate equity interest in the transferee and in the 
transferor. To be sure, there would be a change in voting control, but 
recapitalizations involving such a change have been upheld where sup- 
ported by legitimate business reasons.** And there would seem to be no 
reason why the rule of those cases should not be extended to a reorganiza- 
tion which combines a transfer of assets with a recapitalization.** 


82 See Cohen, Surrey, Tarleau, and Warren, supra note 15. 

33 E.g., Wolf Envelope Co., 17 T.C. 471 (1951), appeal dismissed, 197 F.2d 864 (6th 
Cir. 1952) ; Marjorie N. Dean, 10 T.C. 19 (1948) Acq., 1949-1 Cum. Buti. 1; Elmer W. 
Hartzell, 40 B.T.A. 492 (1939) Acq., 1939-2 Cum. Butt. 16; Rev. Rul. 54-13, 1954 Inv. 
Rev. Buti. No. 2 at 14 (1954). 

34 See Riddlesbarger v. Comm’r, 200 F.2d 165 (7th Cir. 1952) (upheld a split-off reor- 
ganization under clause (D) when combined with a recapitalization of the transferor). 
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If the capital stock of both companies immediately after the reorganiza- 
tion consisted of voting and non-voting common stock, the Treasury could 
be expected to issue a ruling to the effect that the transaction had resulted 
in no recognized gain or other income or loss, if it were satisfied that there 
were bona fide business reasons for the transaction; that it was not a de- 
vice for bailing out earnings ; * and that there was no commitment or ex- 
isting plan under which A and B would exchange their non-voting stock in 
the two corporations, or otherwise dispose of such stock. 

If the transaction were effected by means of a split-off or split-up, and 
the non-voting stock were preferred stock rather than common stock, the 
result should be the same.** In such a case the transaction could not be ac- 
complished through the medium of a spin-off, because the spin-off pro- 
visions in section 112(b) (11) prohibit the distribution of preferred stock. 
Whether the Treasury would be influenced by this prohibition to refuse 
to rule favorably on such a transaction executed through the means of a 
split-off or split-up would remain to be seen. 

But a mere shift of voting control, leaving each with a substantial in- 
vestment tied up in the business controlled by the other in the form of a 
non-voting equity interest, while satisfactory so far as the reorganization 
provisions are concerned, might not meet the problem of 4 and B unless 
each were free to sell or exchange all or a part of his non-voting stock in 
the corporation controlled by the other without rendering taxable all the 
exchanges involved in the reorganization, and also unless each were pre- 
pared to pay a capital gains tax on the sale or exchange of his non-voting 
stock. It is probable that in the absence of a commitment on the part of 
A or B to sell or exchange such stock, a subsequent sale or exchange would 
not be held to affect the tax-free character of the reorganization, unless 
in fact the sale or exchange were a necessary second step in the over-all 
plan.** Nevertheless, the actual occurrence of a sale or exchange, particu- 


35 But see the recent decision of the Sixth Circuit Court in Chamberlin vy. Comm’r, 
207 F.2d 462 (6th Cir. 1953), reversing 18 T.C. 164 (1952). 

86 Preferred stock was involved in the Riddlesbarger case, note 34 supra, as well as in 
the Dean and Hartzell cases, note 33 supra. For analogous cases arising under section 
112(b) (5), see Hartford-Empire Co. v. Comm’r, 137 F.2d 540 (2d Cir. 1943) (two trans- 
ferors received only common stock and two others received only preferred) ; George B. 
Skouras, 45 B.T.A. 1024 (1941) (one transferor received bonds and Class B stock and 
the other received only Class A stock). 

37 See, for example, the cases under clause (D) and under section 112(b) (5) in which 
the issue has arisen whether the transferor or transferors had “control” of the transferee 
“immediately after the transfer” when, although the transferors obtained the 80 per cent 
control required by section 112(h) at the time of the transfer, subsequent transactions 
shortly thereafter reduced their holdings below the requisite 80 per cent. “It is now well 
settled that [even] if the transferor plans to, and in fact does, dispose of the capital stock 
shortly after receipt, the ownership or control requirement is none the less complied with 
if the disposition was not required as part of the plan of reorganization or exchange.” 
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larly if it occurred shortly after the reorganization, might result in litiga- 
tion of the question whether it was not contemplated as a part of the plan, 
despite the fact that the cases on this subject are in the main favorable to 
taxpayers.*® 

In several Bureau rulings covering reorganizations pursuant to court 
decrees requiring separation of businesses in anti-trust cases, the reorgani- 
zations have been upheld as being within clause (D).** In each of these 
cases, whether involving a spin-off, a split-up, or a split-off, the distribu- 
tions of stock in the new corporation or corporations were proportionate 
to the stockholdings in the transferor corporation. In this type of case the 
substance of the method ordinarily prescribed by court decree for effecting 
separation of control is to place the stock of one of the corporations in a 
voting trust and to allow the stockholders the choice of disposing of their 
interests in one of the two corporations ; the stockholders are required to 
dispose of their stock in one corporation before they can obtain stock in 
the other corporation from the voting trustee; otherwise they may sell 
their voting trust certificates; and the stockholders who take no action 
will, on the termination of the voting trust at a later date, receive either 
the cash proceeds of sale of the stock then held by the trustee or the stock 
itself. The stockholders’ disposition of their interests in one or the other 
of the two corporations is not regarded by the Bureau as violating the 
control or continuity-of-interest requirements of clause (D).*° The trans- 
actions of sale are, of course, taxable ; the reorganization is not. 

So far as the effect of the subsequent sales or exchanges upon the tax- 
free character of the reorganization is concerned, there is, perhaps, a dis- 


National Bellas Hess, Inc., 20 T.C. No. 90 (1953), citing American Bantam Car Co., 
11 T.C. 397 (1948), aff'd per curiam, 177 F.2d 513 (3d Cir. 1949), cert. denied, 339 
U.S. 920 (1950). Nor will the transferee’s issuance of additional stock soon after the 
transfer prevent compliance with the control requirement so long as such issuance is not 
a sine qua non of the over-all plan. Scientific Instrument Co., 17 T.C. 1253 (1952), aff’d 
per curiam, 202 F.2d 155 (6th Cir. 1953). If, however, the transferor’s subsequent sale 
of the stock is pursuant to a prior contract or is an essential part of the over-all plan, 
the sale will prevent the transfer from being tax free. E.g., S. Klein on the Square v. 
Comm’r, 188 F.2d 127 (2d Cir. 1951), affirming 14 T.C. 786 (1950); Ericsson Screw 
Machine Products Co., 14 T.C. 757 (1950). 

88 See note 37 supra; Robert Campbell, 15 T.C. 312 (1950) Acg., 1951-1 Cum. Butt. 
1; but cf. Anheuser-Busch, Inc. v. Comm’r, 40 B.T.A. 1100 (1939), aff'd, 115 F.2d 662 
(8th Cir. 1940), cert. denied, 312 U.S. 699 (1941). 

89 The only published ruling is G.C.M. 2177, VI-2 Cum. Butt. 112 (1927). Unpub- 
lished rulings involving the split-up of R.K.O. [see 2 P-H Cap. Apj. Serv. 6104 (1953) ] 
and Paramount Pictures, Inc. [see 2 P-—H Cap. Apj. Serv. 5736 (1953)] are discussed 
in Rapp, Spin-Offs, Split-Offs and Split-Ups in Proceepincs oF New York UNIVERSITY 
E1chtH ANNUAL INSTITUTE ON FEDERAL TAXATION 212, 221 (1950). An unpublished 
ruling was also issued covering the split-off of the theater assets of Loews, Inc. [see 2 
P-H Cap. Apj. Serv. 4681 (1953) ]. 

40 See G.C.M. 2177, VI-2 Cum. Butt. 112, 114 (1927). 
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tinction between the anti-trust cases and the case of A and B, if we were 
to assume that A and B agreed to exchange their non-voting stock in the 
new corporations as a second step in their plan. On this assumption, in 
the case of A and B the plan, when drawn, determines which corporation 
each will own, whereas in the anti-trust cases the stockholders are free to 
choose either corporation as the one in which they will continue their stock 
interests. This, however, is more a technical than a practical distinction. 
So far as Treasury and legislative policy are concerned, for the reasons 
already stated, immediate separation should be permitted in both types 
of cases without recognition of gain to the corporations or to the stock- 
holders. 


PARTIAL SEPARATION 


The final question is whether a satisfactory answer to the problem is to 
be found in a reorganization which results in disproportionate ownership 
by A and B of the stock of the two corporations, A having the major in- 
terest in one and B having the major interest in the other, each, however, 
continuing to own a substantial minority interest in the corporation con- 
trolled by the other. If such a plan of reorganization could be carried 
out without recognition of gain or loss, it might be considered a practical, 
though not wholly satisfactory, solution in preference to a mere shift of 
voting control. 

Assume, for example, that the two divisions of the business of the cor- 
poration are of equal value; that 4 and B each owns 50 per cent of the 
stock of the corporation; and that a reorganization is effected by means 
of a split-off or a split-up, as a result of which each division rests in a 
separate corporation ; and one corporation is owned 75 per cent by A and 
25 per cent by B, while the other corporation is owned 25 per cent by A 
and 75 per cent by B. Would such a transaction qualify as a reorganiza- 
tion under clause (D)? Although the question has not been squarely de- 
cided, the Morgan, Case, and Weicker cases ** do not require a negative 
answer, even if the transaction should take the form of a split-off. .We 
have already seen that the disproportionate distribution of the stock of 
the transferee among the stockholders of the transferor does not violate 
any statutory requirement, and that this was expressly recognized in the 
Weicker case. 

As to the statutory control requirement of clause (D), since A and B 
would both remain substantial stockholders of the transferor and since 
both would also be substantial stockholders of the transferee, the literal 
terms of that statutory requirement would be met, for immediately after the 


41 Supra note 16. 
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transfer both the stockholders of the transferor would, between them, own 
all the stock of the transferee. In this instance even Judge Disney’s objec- 
tion to the majority opinion in the Reilly Oil case could not be urged, for 
all the stockholders of the transferor, counting noses as well as substantial 
interests, would own all the stock of the transferee and each would have a 
substantial interest therein. 

So far as continuity of interest is concerned, the substantial interests 
held by A and B in the transferee, albeit disproportionate to their previous 
interests in the transferor, would seem to satisfy the requirement. The 
Weicker case is pertinent by way of contrast. There, one of the stock- 
holders of the transferor, who before the transfer held a 31 per cent in- 
terest in the transferor, wound up holding a mere qualifying share in the 
transferor and a 73 per cent interest in the transferee. The Court quite 
properly treated the nominal interest represented by the qualifying share 
as insubstantial but indicated that the result would have been different if 
the interest retained in the transferor by the person who became the prin- 
cipal stockholder of the transferee had been more than nominal. In doing 
so the Court relied upon the general language used by the Supreme Court 
in the Minnesota Tea case,*” requiring the continuance of “substantial” 
and “material” equity interests. 

There is, of course, no simple rule of thumb for measuring a “substan- 
tial” or “material” interest and each case must rest on its own peculiar 
facts. In the Miller case ** the holders of 53 per cent of the stock of the 
old corporation received not more than 12-1/2 per cent of the stock of the 
new corporation in exchange for a 25 per cent interest in the old corpora- 
tion, the balance of the consideration given by the new corporation for 
the remaining 75 per cent interest in the old corporation being paid in 
cash. The Court held that there was a sufficient continuing interest to 
support a reorganization under the old parenthetical clause, saying : ** 


. . « petitioners [the holders of 53 per cent of the stock of the old corpora- 
tion] acquired an interest in the new corporation almost equal to 50 per cent 
of the interest they had in the old company, and exactly equal to 25 per cent 
of the value of the total number of shares transferred. It is idle to say that 
this is not a substantial part of the value of the thing transferred, or does not 
constitute a definite and material interest in the affairs of the purchasing com- 
pany. In the commonly accepted legal sense, a substantial interest is something 
more than a merely nominal interest, and, in respect to corporations, a definite 
and material interest is an interest beyond what is usually referred to as repre- 
sented by “qualifying shares.” 


42 Supra note 29. 
43 Supra note 26. 
44 Miller v. Comm’r, 84 F.2d 415, 418 (6th Cir. 1936). 
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This would seem to furnish ample support for holding in the case of A 
and B that the 25 per cent interest of each in the corporation controlled 
by the other, representing one-half of the interest previously held by each, 
would be sufficiently substantial to satisfy the continuity-of-interest prin- 
ciple in the application of clause (D). Thus, while there is no direct au- 
thority, it would seem to follow from what authority there is, that the 
hypothetical transaction is a reorganization within clause (D) and that 
accordingly the exchanges involved in the transaction would be non-tax- 
able under sections 112(b) (3) and 112(b) (4). 

Could the Treasury maintain that although the transaction qualifies as 
a reorganization under clause (D), its effect so far as the stockholders 
are concerned is an exchange between them of an interest in one part of 
the old corporation’s net assets for an interest in the other part of the net 
assets, and that this exchange between the stockholders is taxable to them? 
Any such argument would have to be grounded upon the premise that 
the non-recognition provisions of the statute do not cover exchanges which 
in effect produce an exchange of an interest in one group of assets for 
an interest in another group of assets. It would seem fairly obvious that 
such a premise would not be well founded, for virtually all reorganizations 
involving the combination or unification of corporations have that effect. 
For example, in every merger the stockholders of the transferor in effect 
give up a part of their interest in the assets of the transferor in exchange 
for an interest in the assets of the transferee, and the stockholders of the 
transferee give up a part of their interest in the assets of the transferee for 
an interest in the assets of the transferor. Yet it has never been suggested 
that in such cases the provisions of section 112(b) (3) should be ignored 
and that the shareholders could be taxed on the exchange. No reason ap- 
pears for differentiating in this respect between a reorganization that quali- 
fies under clause (A) and one that qualifies under clause (D). 

Proceeding further into the field of fantasy, is there any ground upon 
which the Treasury could maintain that, in effect, the transaction is a 
partial or complete liquidation of the transferor, which would subject the 
shareholders to capital gains taxes, but that the acquisition of assets by 
the transferee corporation or corporations would be tax free under sec- 
tion 112(b) (5)? 

In the case of a split-off there is, of course, a partial liquidation of the 
transferor, and in the case of a split-up a complete liquidation of the trans- 
feror takes place. But if the requirements of clause (D) have been satis- 
fied, the distribution of the stock of the transferees results in non-recogni- 
tion of gain under section 112(b)(3). To maintain that the liquidation 
results in a taxable transaction, it would be necessary to torture the trans- 
action into that which it is not, namely, a distribution of net assets to the 
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stockholders, followed by a transfer of such net assets to the transferee 
corporation or corporations. One important business reason for not carry- 
ing the transaction out in that fashion would be that it would result in the 
imposition of personal liability on the stockholders for the debts of the 
transferor corporation, at least to the extent of the gross assets received 
in liquidation. With such a consequence facing them, the stockholders, 
having the choice of one route or the other, would obviously choose the 
route which protected them against personal liability. But even if only 
tax considerations were involved, the stockholders would be free to choose 
a route which resulted in postponement of capital gains tax rather than 
one which precipitated an immediate tax.** 

How the Treasury would rule in a case of this kind is not clear, but if 
it continues to refuse to rule favorably in split-up cases involving com- 
plete separation of the interests of two groups of stockholders, it may also 
refuse to rule favorably in cases such as this, where the continuing in- 
terests of the stockholders in the corporations immediately after the reor- 
ganization are substantially disproportionate to their interests in the trans- 
feror prior to the reorganization. Yet such a position would seem to be 
without warrant in the statute or in the authorities. 


CoNCLUSION 


If the Treasury continues to take such a narrow view, a clarifying 
amendment to the Code should be proposed which would permit, without 
recognition of gain or loss, the realignment of the stockholders’ interests 
in reorganizations involving the division of a corporate business where 
required by business exigencies or court decree. The revenue would not 
suffer, for reorganizations of this kind are not likely to be dreamed up as 
devices for the distribution of earnings to avoid ordinary income tax. 
Actually, there is greater opportunity for that kind of avoidance under 
tax-free split-ups involving pro rata distribution than in cases where the 
stockholders’ interests are reallocated. Postponement of capital gains tax 
in these cases, as in those involving pro rata distribution, is entirely con- 
sistent with, and is indeed required by, the underlying policy of the reor- 
ganization provisions. 


45 United States v. Cumberland Public Service Co., 338 U.S. 451 (1950). 








Tax Consequences Of Subsidies To 
Induce Business Location 


CHARLES B. FREEMAN AND WILLIAM M. SPEILLER 


I. INTRODUCTION 


identities of business is not a novel idea. State and local govern- 
ments have participated in such programs since as early as 1830.* For 
the most part, grants have been sporadic, i.e., practiced to accomplish a 
particular purpose, then abandoned.*? Banks and canal companies were 
the first beneficiaries of the grants.* Later, railroads and real estate de- 
velopments were encouraged.* Today, subsidies are directed toward busi- 
ness in general with the hope of increasing economic opportunity and pro- 
moting higher standards of living. This past decade has exemplified a 
greater participation by state and local governments than ever before. 
Initially, there was some doubt as to whether or not governmental units 
could constitutionally utilize public funds to subsidize private business.° 


Cartes B. FreeMAN (LL.B., Boston University Law School; LL.M., Harvard Law 
School) is a member of the Massachusetts Bar. 

Wit11aM SPEILLER (LL.B., Syracuse Law School; LL.M., Harvard Law School) is a 
member of the New York Bar. 

1 See generally, Barnett, An Analysis of State Industrial Development Programs in the 
Thirteen Southern States, 47 U. or Tenn. Rec. (No. 1, 1944). 

2 See generally, KNIGHT, SUBSIDIZATION OF INDUSTRY IN Forty SELECTED CITIES IN 
Wisconsin, 1930-1946 (1947). 

3 Garwood, Are Municipal Subsidies Sound?, THe AmerIcAN City (1952). 

4 Ibid. 

5 The doubt existed by virtue of Citizens Savings and Loan Association v. Topeka, 20 
Wall. (87 U.S.) 655, 663-65 (1874). In that case the City of Topeka, pursuant to a 
Kansas statute, issued general obligation bonds to aid and encourage the King Iron Works 
Co. in establishing and operating bridge shops in that city. In a suit upon the bonds and 
interest coupons, the bonds were declared void. The Supreme Court stated: 

ae all the powers conferred upon government, that of taxation is most liable to 
abuse... . 

“We have established, we think, beyond a cavil that there can be no lawful tax which is 
not laid for a public purpose. It may not be easy to draw the line in all cases so as to 
decide what is a public purpose in this sense and what is not. 

“It is undoubtedly the duty of the legislature which imposes or authorizes municipalities 
to impose a tax to see that it is not to be used for purposes of private interest instead of 
a public use, and the courts can only be justified in interposing when a violation of this 
principle is clear and the reason for interference cogent. . . . 

“But in the case before us, in which the towns are authorized to contribute aid by way 
of taxation to any class of manufacturers, there is no difficulty in holding that this is not 
such a public purpose as we have been considering.” : 
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Today, however, a broad and permissive view is adopted by the Supreme 
Court.* In addition, states are enacting special statutes sanctioning the 
practice." The laws vary from those permitting restricted types of sub- 
sidy to those allowing grants apparently unlimited in scope. In general, 
the nature of the statute reflects the extent of actual participation in such 
programs by the political units of the state. 

Recently, private groups have energetically joined the movement to at- 
tract industry. The groups are largely confined to associations of business- 
men and privately-sponsored development corporations.* Members of the 
community who may be especially active include: “merchants who hope 
to obtain increased local spending . . . ; labor groups which hope to in- 
crease job opportunities . . . ; utility companies which hope to sell addi- 
tional power . . . ; real estate owners . . . who hope for increased mar- 
ket for and prices of land ; city officials, who hope to increase the tax base; 
rail agents who hope for an increased use of rail facilities ; industrialists 
who hope for complementary types of enterprise which would assist in 
their own production.” ® 

Inducements are not attractive to every business because of the funda- 
mental principles of business location, i.e., availability and cheapness of 
power, materials, and labor; and nearness to markets; and favorable cli- 
matic conditions. The greatest influence is exerted on those businesses in 
which a combination of factors permits a relatively wide choice of area 
for location.” 


6 Green v. Frazier, 253 U.S. 233 (1920) ; Jones v. City of Portland, 245 U.S. 217 (1917) ; 
Milheim v. Moffat Tunnel Dist., 262 U.S. 710 (1923) ; Albritton v. City of Winona, 303 
U.S. 627 (1938). In Green v. Frazier, North Dakota had established an Industrial Com- 
mission to operate certain business enterprises for the state. To provide funds necessary 
to establish, equip, and maintain the enterprises, North Dakota issued general obligation 
bonds. In an action by taxpayers of that state against the Governor to enjoin the enforce- 
ment of the enabling legislation, the Supreme Court denied the injunction, holding that 
the statutes were constitutional and that taxation thereunder would not deprive persons of 
property without due process of law. The Court stated (at 238-240) : 

. . . the authority of the states to tax does not include the right to impose taxes for 
merely private purposes. . . . 

“In the present instance under the authority of the Constitution and law prevailing in 
North Dakota the people, the Legislature and the highest court of the state have declared 
the purpose for which these several acts were passed to be of a public nature, and within 
the taxing authority of the state. With this united action of the people, Legislature and 
court, we are not at liberty to interfere unless it is clear beyond reasonable controversy 
that rights secured by the Federal Constitution have been violated. 

7 Twenty states have enacted statutes while others are considering shieneai bills. Still 
other states have adopted advertising programs. For a list of the states, see KNIGHT, 
op. cit. supra note 2, at 9. 

8 See, Pustic ProGRAMS TO INFLUENCE INDUSTRIAL LocATION, REPORT OF A SPECIAL 
Sus-CoMMITTEE OF THE LEGISLATIVE CoUNSEL, AM. Fep. Las. 9 (1952). 

® CoMMUNITY INDUCEMENTsS TO INDUSTRY, PLANNING Apvisory SERVICE Report (No. 
22, 1951). 

10 The businesses most affected are the boot and shoe, textile and wearing apparel, auto 
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The forms of the subsidies currently offered may be generally described 
ie 

(1) Cash grants. 

(2) Property grants. These subsidies include land, buildings, building 
additions, or equipment transferred to the business with or without con- 
dition or sold to the business at from cost to a nominal price. 

(3) Rent concessions. These subsidies result when land, buildings, 
and equipment are provided for the business rent free or leased to the 
business on a low rental basis. 

(4) Other expense concessions. These subsidies result when the donor 
pays for such expenses as water, electricity, or sewage. 

(5) Tax exemptions. These subsidies take the form of real and per- 
sonal property exemptions, reduced property assessments, or preferential 
treatment through tax remissions.** Subsidies may be offered in any one 
or a combination of the forms listed above and may range from a twenty 
million dollar plant to an insignificant tax exemption during a period of 
business conception.** 

In transactions involving subsidies to induce business location, each 
party seeks to obtain the maximum economic benefits. Taxwise this may 
be accomplished if (a) the recipient can depreciate the property received 
or acquired with contributed cash; (b) the subsidy is not taxed as income 
to the recipient ; and (c) the donor can claim the amount of his contribu- 
tion to the subsidy as a business deduction. It is to these considerations 
that this study is directed. 


II. THe ReEcrPrent’s TAX CONSEQUENCES 


A. Depreciation Deduction on Contributed Property 


The purpose of the depreciation deduction is to permit the recoupment 
of capital invested in property which, through wear and tear, loses its 
utility. Generally, the taxpayer must make the investment in order to 
claim a deduction. In a few situations, however, the taxpayer is allowed 


and auto parts, lumber and wood products, and machinery industries. These businesses 
employ a large amount of labor, including semi-skilled and female labor. See generally, 
KNIGHT, op. cit. supra note 2; FrrepRiIcH, THEORY OF THE LocaTIoNn oF INDUSTRY (1929). 

11 The literature in the field indicates a numerous variety of subsidies. Most of them, 
however, are described by the general categories or a combination thereof listed in note 
10 supra. It is important to distinguish between cash or property subsidies and the rest 
of the categories since different tax consequences follow. 

12 See generally, Report, AM. Fep. Las., op. cit. supra note 8; REDMAN, REPORT OF 
Strupy on SpEcIAL INDUCEMENTS TO INFLUENCE PLANT Location (1952); Tax Exemp- 
TION AND ABATEMENT OFFERED BY CITIES TO ATTrAcT New Inpustry (1936). 

18 The largest single inducement is $20,000,000 offered by Elizabeth, Tenn., to Monad- 
nock Paper Mills, Inc., of Bennington, N. H., to construct a paper plant. 
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to recoup the investment of his transferor.** This is specifically accom- 
plished by the following provisions of the Code. 

Section 23(1) provides, as a deduction from gross income, for “A 
reasonable allowance for the exhaustion, wear and tear. . . of property 
used in the trade or business. . . .” The basis for the depreciation allow- 
ance stated in section 113(a) is “the cost of such property” *° to the tax- 
payer, except that: 


If the property was acquired by gift after December 31, 1920, the basis shall 
be the same as it would be in the hands of the transferor. . . .*° 

If the property was acquired after December 31, 1920, by a corporation. .. . 
(B) as paid-in surplus or as a contribution to capital, then the basis shall be the 
same as it would be in the hands of the transferor. . . .1” 


In the typical case of a subsidy to induce business location, there is 
involved neither cost ** to the taxpayer nor a gift.*® The allowance of a 
basis for a depreciation deduction thus depends upon whether or not there 
has been a “contribution to capital” within the purview of section 113(a) 
(8)(B). The answer seemed to be in the negative after the decision in 
Detroit-Edison Co. v. Commissioner.” 

The petitioner in that case was an electric power company. It received 
a number of applications for service that would involve expensive exten- 
sion of facilities. The service was provided, however, pursuant to con- 
tracts under which the customers paid for the cost of such extension. Pay- 
ments by customers never exceeded the actual cost. The sums were added 
to the general working funds of petitioner and credited to surplus. Peti- 
tioner sought to depreciate the full cost of the extended facilities. The 


14 Helvering v. F. & R. Lazarus & Co., 308 U.S. 252 (1939) ; Edith Henry Barbour, 44 
B.T.A. 1117 (1941). 

15 Italics added. 

16 T.R.C, §113(a) (2) ; italics added. 

17 .R.C. §113(a) (8) ; italics added. See also note 105 infra. 

18 It is settled that “cost of such property” within the meaning of section 113(a) means 
cost to the taxpayer. Detroit-Edison Co. v. Comm’r, 319 U.S. 98 (1943); Comm’r v. 
Arundel-Brooks Concrete Corp., 152 F.2d 225 (4th Cir. 1945), overruling, Arundel- 
Brooks Concrete Corp. v. Comm’r, 129 F.2d 762 (4th Cir. 1942). It is equally settled 
that there is no cost to the taxpayer in the typical subsidy case. Detroit-Edison v. Comm’r, 
supra; C. L. Downey Co. v. Comm’r, 172 F.2d 810 (8th Cir. 1949); see also, Brown 
Shoe Co., Inc. v. Comm’r, 339 U.S. 583 (1950). 

19 Detroit-Edison Co. v. Comm’r, supra note 18, at 102: “It... overtaxes imagina- 
tion to regard the farmers and other customers ... as makers ... of donations... .” 
Helvering v. American Dental Co., 318 U.S. 322, 331 (1943) (defines gift for income tax 
purposes as giving something for nothing with a donative intent); Edwards v. Cuba 
Railroad, 268 U.S. 628, 632 (1925): “Such aids, ... are not given as mere gratuities. 
. .-” See also Brown Shoe Co. v. Comm’r, supra note 18 (possibility of subsidies being 
gifts ignored). 

20 Supra note 18; accord, C. L. Downey Co. v. Comm’r, supra note 18. 
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Commissioner disallowed the deduction on the cost of the contributed 
property, and his decision was affirmed on each appeal. In affirming, the 
Supreme Court applied the general rule that the basis for depreciation 
is the cost of the property to the taxpayer which, in this case, was zero. 
Summary treatment was accorded the plea for a substituted basis : * 


It is enough to say that it overtaxes imagination to regard the farmers and 
other customers who furnished these funds as makers either of donations or 
contributions to the company. The transaction neither in form nor in substance 
bore such a semblance. 


Apparently the Court felt that the substituted bases were available only 
in the case of gratuitous transfers. The subsidies involved were so condi- 
tioned upon contractual promises that the Court could not “imagine” them 
as gratuitous.” 

The reason for this restrictive interpretation of the basis provisions 
appears in the following language of the Court : ** 


The payments were to the customer the price of the service. The receipts 
have gone, so far as here involved, to add to the company’s surplus. They have 
not been taxed as income, presumably because it has been thought to be pre- 
cluded by this court’s decision in Edwards v. Cuba R. Co. . . . But it does not 
follow that the Company be permitted to recoup through untaxed deprecia- 
tion accruals on investment it has refused to make. 


Thus the Court strongly affirms the general rule that the taxpayer must 
make an investment before he is entitled to a depreciation deduction. The 
only exception to that rule lies in the provisions for a substituted basis, 
and the Court saw no equity in extending those provisions to cover this 
case. 

Consistent with this reasoning are other provisions of the Code recog- 
nizing that a taxpayer acquiring non-taxable property should not be al- 
lowed a depreciation deduction for an investment that he has never made. 
Section 113(b) (3) in effect denies a depreciation basis when a taxpayer 
has no cost because his debt is cancelled, and section 113(c) likewise denies 
a depreciation basis to a lessor who has benefited by the improvements of 
a lessee prior to forfeiture of the lease. 


21 Detroit-Edison Co. v. Comm’r, supra note 18, at 102; italics added. 

22 Normally, where there are services, the payments therefor are income. Furthermore, 
the purported subsidy in this case was highly colored as an income transaction, t.e., in 
each instance of an extension of facilities, petitioner performed direct services to the 
customers whose payments were intended as compensation. Perhaps these factors led to 
the Court’s emphasis upon the services and payments as correlatives, thus compelling the 
application of the general rule of “cost.” If a transaction cannot be both “income” and a 
“contribution to capital” within the meaning of section 113(a) (8) (B), the Court’s result 
is inescapable. But compare discussion in text infra. 

28 Detroit-Edison Co. v. Comm’r, supra note 18, at 103; italics added. 
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This was the law until the Supreme Court decided Brown Shoe Co. v. 
Commissioner.** In that case taxpayer received cash and buildings from 
various community groups as inducements to locate in such communities. 
The transfers were pursuant to contracts which required taxpayer to ex- 
pand or equip factories ; to operate them, so long as practical, for at least 
ten years; and to maintain a stipulated minimum payroll. The cash pay- 
ments were not earmarked but added to the general funds and credited 
to surplus. The taxpayer claimed a depreciation deduction on the value of 
the buildings received and on the cost of the buildings and equipment 
acquired with the cash received. The Commissioner, in denying the de- 
duction, applied the Detroit-Edison rule, and the Eighth Circuit Court 
affirmed. In reversing, the Supreme Court held that the transfers repre- 
sented “contributions to capital’ within the meaning of section 113(a) 
(8) (B) and required no reduction in the depreciation basis. The subsi- 
dies were “additions to ‘capital’ as that term has commonly been under- 
stood in both business and accounting practices.” * 

Interestingly enough, the Court announced a policy underlying the de- 
preciation provisions quite different from that recognized in the Detroit- 
Edison case.** It considered replacement of assets of primary importance, 
regardless of who made the investment: * 


“ . . the assets received . . . are being used up by the taxpayer in the 
operation of its business. They will in time wear out, and if [the taxpayer] is 
to continue in business, the physical plant must eventually be replaced. Look- 
ing as they do toward business continuity, the Internal Revenue Code’s depre- 
ciation provisions—especially those which provide for a substituted rather than 
a cost basis—would seem to envision allowance of a depreciation deduction in 
situations like this. . . .” 


The Court further substantiated its position by deciding that a “contri- 
bution to capital’ could be made by a non-shareholder—a heretofore ques- 


24 Supra note 18. The one deviation from the Detroit-Edison case was Comm’r v. Mc- 
Kay Products Corp., 178 F.2d 639 (3d Cir. 1949). 

25 Brown Shoe Co. v. Comm’r, supra note 18; accord, Comm’r v. McKay Products 
Corp., supra note 24. 

26 The Government, in its brief, urged the reasoning of Detroit-Edison: ‘The mere fact 
the [taxpayer] will have to replace the properties does not suffice to give it a depreci- 
able interest in the properties, in so far as contributed to it or acquired with contributed 
cash... . If, as, and when the taxpayer does replace the buildings and equipment and 
makes its own investment therein, it will then begin to suffer a loss thereon and will at 
that time become entitled to depreciation deductions to the extent of its investment. . . .” 
Brief for Appellees, p. 16, Brown Shoe Co. v. Comm’r, supra note 18. 

27 Brown Shoe Co. v. Comm’r, supra note 18, at 590. The Court was quoting language 
from Comm’r vy. McKay Products Corp., supra note 24, at 643. 
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tionable proposition. The regulation pertinent to section 113(a) (8) (B) 
states : ** 


In respect of property acquired by a corporation after December 31, 1920, 
from a shareholder as paid-in surplus, or from any person as a contribution to 
capital, the basis of the property in the hands of the corporation is the basis 
which the property would have had in the hands of the transferor if the trans- 
fer had not been made. . . . 


The italicized phrases clearly indicate that “contributions to capital” may 
originate with persons having no proprietary interest in the business. 

The Court could have been even more persuasive had it argued that if 
a contribution is by a shareholder, a basis will be allowed under the “paid- 
in surplus” phrase of section 113(a)(8)(B) ; and if a contribution is by 
a non-shareholder and is a gift, a basis will be allowed under section 113 
(a)(2). Unless the “contribution to capital” phrase in section 113(a) 
(8)(B) contemplates non-gratuitous transfers by non-shareholders (as 
in the Brown case), it could serve no purpose whatsover in the Code. 

Finally, the Court distinguished Detroit-Edison v. Commissioner where 
it was said: “The payments were to the customer the price of the serv- 
ice.” *° It stated : *° 


Since in this case there are neither customers nor payment for service, we 
may infer a different purpose in the transactions between petitioner and the 
community groups. The contributions to petitioner were provided by citizens 
of the respective communities who neither sought nor could have anticipated 
any direct service or recompense whatever, their only expectation being that 
such contributions might prove advantageous to the community at large. 
Under these circumstances the transfers manifested a definite purpose to en- 
large the working capital of the company. 


While a different purpose may be inferred from the transactions in the 
Brown case than from those in Detroit-Edison, the inference is mitigated 
by the contractual promises attached to the subsidies. Although the Court 
minimized this aspect of the case, it is suggested * that the distinction, 
on the ground of purpose, is at least sufficient to permit the two cases to 
exist simultaneously without a sacrifice of logic. 

In the present state of the law the broad question whether or not a 
subsidy will be considered a “contribution to capital” can not be answered 
categorically. The law seems to turn upon the reason for which the prop- 


28 Reg. 39.113(a) (8)-1; italics added. 

29 Detroit-Edison Co. v. Comm’r, supra note 18, at 103; Brown Shoe Co. v. Comm’r, 
supra note 18, at 591. 

30 Brown Shoe Co. v. Comm’r, supra note 18, at 591; italics added. 

81 A complete discussion of the distinction between the two cases and its propriety ap- 
pears infra. Here it is intended merely to indicate that a possible distinction exists. 








262 TAX LAW REVIEW [Vol. 9: 


erty is transferred. If the property is transferred for the purpose of 
obtaining services or direct benefits, it will not be depreciable as a “contri- 
bution to capital.” If the property is transferred for the purpose of 
increasing the working capital of the recipient, it will be depreciable as a 
“contribution to capital.” This is the distinction evidenced by the two 
Supreme Court decisions. 

Are the cases really that different? In both instances the payments were 
made pursuant to contracts by which the recipient made elaborate promises. 
In each case there was a complete absence of donative intent. Both trans- 
ferors expected benefits from the transactions, although perhaps the bene- 
fits were less direct in one case than in the other. Finally, the working 
capital of each company was enlarged. 

To illustrate further, let us transpose and apply the major arguments of 
each case to the other. It would be entirely reasonable for the Court in 
Detroit-Edison to argue that the Brown subsidies were the price paid for 
the location of the businesses in the communities as making donations or 
contributions. The Court in Brown could just as readily contend that the 
Detroit-Edison subsidies were additions to capital as the term is commonly 
understood, and that there was a purpose to enlarge the working capital 
of the company. 

It becomes apparent that the distinction between the two cases is, at 
most, tenuous. A satisfactory explanation may be that the Brown Shoe Co. 
case has in effect overruled the Detroit-Edison Co. case.** At least, one 
must recognize that the Brown case is applicable to the typical business 
subsidy, and that the Detroit-Edison case will be closely confined to its 
facts. ; 

If subsidies are taxed as income in the first instance, it seems moot to 
determine whether or not they are “contributions to capital” under sec- 
tion 113(a)(8)(B) of the Code. The taxpayer would have a “cost” basis 
as if he used the regular earnings of his business to secure the property. 
The petitioner in the Detroit-Edison case cleverly attempted to use this 
reasoning, though not having paid any income taxes: ** 


We thus come back to the inescapable fact that the line extensions were 
acquired by petitioner either for a consideration or without a consideration. 
If acquired for a consideration, the amount or value of that consideration is 
petitioner’s cost and basis for depreciation under the general rule in Section 
113(a) of the statute. If acquired without a consideration by the prospective 
customers, then the petitioners took over the latter’s basis under Section 
113(a) (2) or (8)(B). Under either of these theories—alternatives covering 


32 See, The Supreme Court, 1949 Term, 64 Harv. L. Rev. 149-151 (1950). But if that 
is the case, would it not be more logical to eliminate uncertainty and confusion by ex- 
pressly overruling Detroit-Edison v. Comm’r? 

83 Brief for Appellants, p. 32, Detroit-Edison Co. v. Comm’r, supra note 18. 
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the entire field—the result is the same; the petitioner’s depreciation basis for 
the line extensions is what it cost to construct them. 


Although the argument was quite sound, the Court refused to allow pe- 
titioner “to recoup through untaxed depreciation accruals on investment 
it has refused to make.” ** 

The recipient of these subsidies is really seeking a double benefit from 
the same transaction. He does not include the property in his taxable 
income and yet claims a deduction by reason of its depreciation. Such a 
result should be restricted to the few situations specifically allowed in the 
Code. A double benefit can be avoided by treating the subsidies as taxable 
income or by restricting depreciation deductions to the taxpayer’s own 
capital investment. 


B. Realization of Income By the Recipient 


The decision in Edwards v. Cuba Railroad * \ed to the doctrine that 
grants from a government, its political subdivisions, or private sources 
designed to induce construction of manufacturing or other facilities do 
not constitute income to the recipient. 

In that case the Republic of Cuba granted plaintiff certain subsidies 
in land and money pursuant to contracts whereby plaintiff agreed to con- 
struct and operate a railroad on certain specified routes. Among other 
things, plaintiff promised a prescribed reduction in rates. The payments 
were periodically credited to a suspense account and finally transferred to 
surplus. The Commissioner contended that the cash subsidies were merely 
prepayments of income and taxable in the year of receipt.°° The Court 
held that the subsidies were given to reimburse plaintiff for capital ex- 
penditures although incidentally the government received some rate con- 
cessions. It added that neither the laws nor the contracts indicated that the 
money subsidies were to be used for the payment of dividends, interest, or 
anything else properly chargeable or payable out of earnings or income. 

This rule has been applied to contributions by shippers to induce con- 
struction of spur tracks and other facilities ; ** to payments by rural con- 
sumers to induce construction of electric power lines; ** and to contribu- 


84 Detroit-Edison Co. v. Comm’r, supra note 18, at 103. 

35 Supra note 19. 

36 See note 104 infra. 

87 Kauai Railway Co., Ltd., 13 B.T.A. 686 (1928); Atlantic Coast Line R. R. Co., 9 
B.T.A. 1193 (1928) ; Texas & Pacific Railway Co., 9 B.T.A. 365 (1927) ; Great Northern 
Railway Co., 8 B.T.A. 225 (1927). 

38 Tampa Elec. Co., 12 B.T.A. 1002 (1928); Wisconsin Hydro-Elec. Co., 10 B.T.A. 
933 (1928); El Paso Elec. Railway Co., 10 B.T.A. 79 (1928); Rio Elec. Co., 9 B.T.A. 
1332( 1928) ; Appeal of Liberty Light & Power Co., 4 B.T.A. 155 (1926). 
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tions of property or cash by citizens to induce a corporation to locate its 
business in the community.*® In practically every case there was a blind 
adherence to the decision in Edwards v. Cuba Railroad. Original dis- 
cussion whether or not such subsidies should constitute taxable income to _ 
the recipient was noticeably lacking. A set of facts analogous to the Cuba 
case was sufficient to reach a decision.*° 

On the other hand, the decision in Texas & Pacific Ry. Co. v. United 
States ** preceded a long line of decisions that have he'd certain subsidies 
clearly taxable as income. In that case petitioner was guaranteed a mini- 
mum operating income under the Transportation Act of 1920. In return, 
any amounts earned in excess of the stated minimum were to be paid to the 
Federal Treasury. Petitioner received an award for the year 1920 which 
it omitted to include in gross income. Thereafter, the Commissioner as- 
sessed a deficiency. In upholding the Commissioner, the Supreme Court 
agreed that the payments were not contributions to the capital of the 
railroad. It distinguished Edwards v. Cuba Railroad where the payments 
were conditioned upon construction to be performed, adding that the pay- 
ments in the Texas case were to be measured by a deficiency in operating 
income and might be used for the payment of dividends, of operating 
expenses, of capital charges, and for any other purpose attributable to 
operating income. 

This rule has been applied to payments by the Government for use of 
railroad property during federal control ; *? to payments by the Government 
to compensate for mining operations erroneously conducted on United 
States land; ** and to awards by the Mixed Claims Commission for de- 
struction of property by the enemy during wartime.** 

Thus the courts were given a guide in determining the taxability of 
subsidies as income. On the one side, there was the Cuba case with its 
substantial list of affirmances; on the other side, there was the Texas case 


89 Frank Holton & Co., 10 B.T.A. 1317 (1928) ; Aransas Compress Co., 8 B.T.A. 155 
(1927). See also, 15 AFTR 521; G.C.M. 16952, 1937-1 Cum. Butt. 133. 

40 See all cases cited supra notes 37, 38, and 39. Rio Elec. Co., supra note 38, illustrates 
typically how the cases are decided: “The decision of this question is governed by the 
decisions of the Board in Appeal of Liberty Light & Power Co., .. . and Great North- 
ern Railway Co. v. Commissioner . . . , which were in turn based upon the decision and 
opinion of the court in Edwards v. Cuba Railroad Co... .” 

41 286 U.S. 285 (1932). See also the companion case Continental Tie & Lumber Co. v. 
United States, 286 U.S. 290 (1932). 

42 Kansas City Southern Ry. Co. v. Comm’r, 52 F.2d 372 (8th Cir. 1931), cert. denied, 
284 U.S. 676 (1931). 

43 Burke-Divide Oil Co. v. Neal, 73 F.2d 857 (7th Cir. 1934), cert. denied, 295 U.S. 
740 (1935). See also, Obispo Oil Co. v. Welch, 85 F.2d 860 (1936), rev’d on other 
grounds, 301 U.S. 190 (1937). 

44 Marine Transport Co. v. Comm’r, 77 F.2d 177 (5th Cir. 1935). To the Court the 
award seemed clearly income since the taxpayer had received a deduction earlier. 
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with its equally impressive following. But as often happens, an area of 
uncertainty remained. 

The “middle” *° cases are often difficult to place in one category or 
the other. The uncertainty is further increased by a number of recent 
decisions, which lead one to wonder what there remains of the Cuba 
Railroad doctrine. 

Helvering v. Claiborne-Annapolis Ferry Co.** is very much like the 
Cuba case. There the taxpayer received from the state of Maryland for 
the maintenance of a ferry the sum of $23,000 during the taxable year in 
question. The amount received was used for the operation of the ferry 
and was never segregated from the company’s income. The Court held 
that the subsidy was paid in consideration of the maintenance of the ferry 
and was not intended as a contribution to capital. It stressed that the 
money was used like other income for operating expenses and the accumu- 
lation of a dividend fund. Accordingly, there was here a gain derived 
from capital invested in the ferry and the labor involved in its operation. 

It is suggested that the Court would have had a much more difficult 
time distinguishing the Cuba case had it accepted the common view, infra, 
that the subsidies in the Cuba case could have been used like any other 
income for operating expenses and the accumulation of a dividend fund. 
Nor does the fact that the subsidies were intended for maintenance rather 
than for construction seem to be a valid distinction. Must a subsidy be in- 
tended to increase fixed plant to be considered a contribution to capital ? 

In Lykes Bros. S.S. Co. v. Commissioner *" petitioner entered into a 
contract with the United States, whereby it was to purchase certain ships 
and spend $20,000,000 in the succeeding ten years on acquiring more ships 
or reconditioning old ones. Petitioner was required to add a certain amount 
to a special account each year toward that end. This contract was con- 
ditioned on the award of a mail contract based on mileage rather than 
weight carried. The mail contract was duly awarded and contained most 
of the provisions of the prior contract except the provision for a special 
account. In two years this second contract resulted in gains to the tax- 
payer of over $4,000,000 more than normally would have been the profit 
for transmitting such quantities of mail. Out of these receipts petitioner 
made deposits in the special account and claimed such amounts to be non- 


46 


45 These cases refer to those which have factual situations somewhere in between the 
Cuba case and the Texas case and for that reason are difficult to decide. For purposes 
hereof, only recent “middle” cases which seem clearly to fit within the Cuba doctrine but 
were decided under the Texas rule are discussed. For the earlier “middle” cases and an 
indication of which category they are placed in, see the excellent article by Fletcher, 
Taxability of the Government Subsidy, 12 Gro. Was. L. Rev. 245 (1944). 

4693 F.2d 875 (4th Cir. 1938). 

47126 F.2d 725 (5th Cir. 1942). 
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taxable under the Cuba Railroad case. The Court disagreed. It conceded 
that such amounts were intended as a subsidy to encourage operation over 
certain routes and to build up a merchant marine; nevertheless, the Court 
held that the two contracts were separate; that petitioner could do any- 
thing with the money received under the mail contract; that petitioner 
could even borrow to build the ships; and that the money from the mail 
contract did not necessarily have to be placed in the special account. It 
concluded that none of the receipts were so earmarked as to be considered 
a contribution to capital within the purview of Edwards v. Cuba Railroad. 

This indeed was an anomalous conclusion, since the Cuba case does not 
require earmarking of funds. That decision requires merely a finding that 
the subsidy be primarily intended as contribution to capital. Here most of 
the subsidy was concededly for the purpose of building ships. One might 
almost conclude that the Court found no substantial differences in the two 
cases but chose to distinguish rather than disagree with the Supreme 
Court’s decision. 

Again, in Baboquivari Cattle Co. v. Commissioner,** the facts are sub- 
stantially similar to the Cuba case, but the result is different. Under the 
Soil Conservation Act, petitioner was advised that it would obtain sub- 
sidies if it improved its land in order to prevent erosion. Petitioner made 
improvements, applied for subsidies, and received an amount which was 
less than the cost of the improvements. The Commissioner taxed these 
receipts as income and the Court agreed. It stated it was unconcerned 
whether the payments be called “subsidies,” as insisted upon by the tax- 
payer, or “benefits,” as they were termed by the Board. The Court con- 
sidered of primary importance the fact that the payments came within the 
broad concept of income as that term is defined in the Code. 

In view of the confusion caused by the decisions in these cases in the 
Circuit Courts, the Supreme Court’s dictum in Detroit-Edison Co. v. Com- 
missioner *° assumes major importance. In justifying disallowance of the 
depreciation deduction, the Court stated: °° 


The payments were to the customer the price of the service. The receipts 
have gone, so far as here involved to add to the Company’s surplus. They have 
not been taxed as income, presumably because it has been thought to be pre- 
cluded by this court’s decision in Edward v. Cuba R. R. Co. . . . holding that 
under the circumstances of that case a government subsidy to induce railroad 
construction was not income. 


The statement seems a clear invitation to the Commissioner to tax sub- 
sidies of the type in Detroit-Edison. 
48 135 F.2d 114 (9th Cir. 1943). 


49 Supra note 18. 
50 Jd. at 103; italics added. 
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At this point it may be helpful to determine the theoretical soundness 
of the Cuba Railroad doctrine. In doing so we enlist the aid of two of its 
most thoughtful critics. 

Rottschaefer’s excellent discussion of the case deserves primary atten- 
tion. He concludes that there are two types of transactions that increase 
a person’s net capital that do not involve acquisition of taxable income: 
(1) transactions that are specifically tax exempt by statute, ¢.g., gifts, 
bequests, or devises; and (2) capital transactions as distinguished from 
income transactions. 

No one seriously contends that the transaction in Edwards v. Cuba 
Railroad constituted a gift,°* and Rottschaefer argues that the transaction 
constituted income rather than a capital receipt : ** 


The case raises the whole problem of what constitutes a capital receipt. The 
substitution of one asset for another without gain is clearly such; so is the 
acquisition of additional assets so far as offset by a concurrent equivalent in- 
crease in liabilities. The crucial case is that in which additional assets are 
acquired with no change in liabilities. Here there is an increase in net assets 
actually realized, an actual net accretion to a person’s economic power, a flow 
to him of goods equal to the whole value of the additional asset. This would 
seem to be as clearly income as is the realization of capital gains which has 
been held to be such. 


Rottschaefer finds little substance in the Court’s concept of a capital 
receipt in the Cuba case. That decision rested on the fact that the subsi- 
dies were intended to reimburse the company for its capital outlay, and 
yet at the close of the transaction the company still owned its capital out- 
lay and the subsidy. As for the argument that nothing indicated that the 
receipts were to be used for dividends, interest, or other charges against 
earnings, it suffices to say that the mere fact that such receipts were carried 
to surplus made them available for such purposes.°* He persuasively con- 
cludes : °° 


The fundamental fallacy that underlies the reasoning in Edwards v. Cuba 
R. R. Co., is that the character of a receipt is made to depend on its disposition 
rather than on the nature of the transaction in which received, as if the use of 
corporate net earning to increase fixed plant could alter the income character 
of the transactions producing the net earnings. The decision would be explic- 
able had the Court adopted the view that it was a gift and thus not taxable 
under the statute. . . . 


51 Rottschaefer, The Concept of Income in Federal Taxation, 13 Minn. L. Rev. 637, 
668-670 (1929). 

52 Supra note 19. 
- 58 Supra note 51, at 669. 

54 Professor Magill is in accord with these criticisms of the Cuba Railroad decision. 
For his excellent discussion of the case, see MAGILL, TAXABLE INCoME 341-346 (1936). 

55 Supra note 51, at 670. See also, MAGILL, op. cit. supra note 54, at 342. 
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There has been little written in justification of the Cuba Railroad case 
although one writer has made an attempt.®® Recognizing the fact that the 
subsidy payments could be used for anything, he points out that their defi- 
nite purpose was to reimburse plaintiff for capital expenditures, and that 
the purpose of disposition is important in determining the nature of the 
receipt.” He adds that capital contributions by third persons cannot be 
distinguished from the non-taxable contributions of stockholders—in both 
cases the purpose is to contribute something to the permanent capital struc- 
ture of the enterprise.** He concludes that even though the subsidy is 
valued at a certain amount, it may be worth much less to the recipient and 
hence neither income nor a measure of income-producing power. 

Even though this writer is in accord with the Cuba Railroad case, he too 
recognizes its theoretical weakness : °° 


A category of definitely non-gratuitous capital transfers must be recognized. 
How much this concept covers is still doubtful but perhaps it would not be 
too hasty a generalization to say that, where money or property has been con- 
tributed to a business enterprise by stockholders or others with the intention 
that these funds are to be used as a part of the permanent capital structure of 
the company, a capital transfer has occurred out of which no taxable income 
arises. 


It seems clear that the Cuba case does not rest on a strong theoretical 
foundation. It is not surprising that the case is continually distinguished 
and that a growing area of uncertainty exists. 

Rottschaefer’s theory is nonetheless cogent, because the Supreme Court 
has allowed a depreciation deduction, holding that subsidies by third per- 
sons are “contributions to capital’ within the meaning of section 113(a) 
(8) (B).® This was not to declare that the transactions were of a purely 
capital rather than of an income nature. Note that contributions by share- 
holders merely increase their equity in the corporation and are specifically 


56 Harvey, Some Indicia of Capital Transfers Under the Federal Income Tax Laws, 
37 Micu. L. Rev. 745 (1939). 

57 In this argument, Mr. Harvey is contra the views expressed by Rottschaefer and 
Magill (supra note 55). His argument is (supra note 56, at 746): “It is difficult to under- 
stand how one may classify any transaction without knowing the circumstances out of 
which it arose or the purpose for which it was intended. The mere transfer of a sum of 
money is a most equivocal transaction. It may be the purchase price of a new hat; it 
may be a loan; it may be the repayment of a loan; it may be a gift; it may be almost 
anything. If it is a fallacy to inquire into the circumstances surrounding the receipt of 
money, many a bookkeeper has been thrown into a needless frenzy by the receipt of a 
quantity of money with no explanation regarding its source or the purpose for which it 
was received.” 

58 See p. 269 infra. 

59 Supra note 56, at 757; italics added. 

60 Brown Shoe Co. v. Comm’r, supra note 18. 
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declared non-taxable under the Regulations. But such a transaction in- 
volves no more than taking property out of one pocket and placing it in 
another.” Contributions by third persons are not of that nature. They 
involve a definite gain to the corporation and thus to its shareholders. 
Does it not follow that a gift to the recipient or a gain to the recipient 
taxable as income may be at the same time a contribution to capital ? * 

There is not much question that taxable income will result in cases like 
Texas & Pacific Ry. Co. v. United States where the subsidy is merely a 
substitute for operating income. On the other hand, Edwards v. Cuba 
Railroad is still with us. In the case of a contribution to capital by a third 
person, a “new” classification of receipt has been recognized for income 
tax purposes. Although the transactions do not increase the donor’s equity, 
they are treated like capital contributions by shareholders. Although the 
transactions lack donative intent, they are treated as gifts would be. Al- 
though the transactions involve contracts and consideration, the proceeds 
are not taxable income to the recipient. 

More recent cases realizing the inequities which result, suggest the pos- 
sibility of taxing subsidies when (a) the money is “used like other income 
for operating expenses and the accumulation of a dividend fund”; %* (b) 
no part of the receipts “can be identified as a contribution to capital’ or 
were “so earmarked . . . as not to have been really received as income” ; * 
or (c) the payments “are within the broad concept of income as that 
term is defined in §22(a) of the Code.” * These limitations were never 
considered under the Cuba Railroad doctrine. A study of these cases 
“leaves the thought that they may be merely the prelude to a nullification 


61 Reg. 118 Sec. 39.22(a)-16. “Contributions to corporation by shareholders. If a cor- 
poration requires additional funds for conducting its business and obtains such needed 
money through voluntary pro rata payments by its shareholders, the amounts so received 
being credited to its surplus account or to a special capital account, such amounts will not 
be considered income, although there is no increase in the outstanding shares of stock 
of the corporation. The payments under such circumstances are in the nature of volun- 
tary assessments upon, and represent an additional price paid for, the shares of stock 
held by the individual shareholders, and will be treated as an addition to and as part of 
the operating capital of the company.” With respect to this regulation, the following 
should be stressed: (a) There is no regulation that exempts from tax capital contribu- 
tions by non-shareholders; (b) the regulation does not exempt from tax non-prorated 
contributions. Thus, in each case the contribution must be held non-taxable as a gift or 
meet the test of income as defined in section 22(a) of the Code. 

82 Rottschaefer would probably characterize this transaction as an increase in assets with 
a concurrent increase in a liability, 1.e., equity. 

68 See discussion (infra pp. 270-272) whether or not the Brown case precludes this pos- 
sibility and is therefore inconsistent with Rottschaefer’s theory. The answer is vital in de- 
termining the extent to which subsidies may be taxable as income. 

64 Helvering v. Claiborne-Annapolis Ferry Co., supra note 46. 

65 Lykes Bros. S.S. Co. v. Comm’r, supra note 47. 

66 Baboquivari Cattle Co. v. Comm’r, supra note 48. 
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of the Cuba Railroad case by the simple judicial expedient of distinguish- 
ing it out of existence.” 

There remains the very difficult task of determining the extent to which 
subsidies to induce business location may be taxed as income. To illus- 
trate, let us suppose a hypothetical case quite analogous to one of the “‘mid- 
dle” cases : ** 

The United States grants corporation X a $5,000,000 subsidy under a 
contract, by which X agrees to construct immediately ships at a cost of 
$4,900,000 and to provide mail carriage service of $100,000. The funds 
are added to the general working capital of the corporation and credited 
to surplus. Early in the year X corporation constructs the ships and car- 
ries the mail. X corporation does not include the $5,000,000 in its tax- 
able income, and yet seeks a depreciation deduction based upon the full cost 
of the ships. 

Now assume two courses of action: (1) the Commissioner disallows 
the depreciation deduction and X corporation appeals to the Court; or 
(2) the Commissioner includes the $5,000,000 in income and X corpora- 
tion appeals to the same Court.® 

(1) There seems little doubt that Brown Shoe Co. v. Commissioner 
contemplates a similar situation. Here is a subsidy, at least $4,900,000 of 
which ™ had “a definite purpose to enlarge the working capital of the com- 
pany.” * It is an addition to capital “as that term is commonly under- 
stood in both business and accounting practise.” “* The ships will in time 
wear out, and if corporation X is to continue in business, they must eventu- 
ally be replaced. On the basis of the Brown decision, the hypothetical 
court will be constrained to hold that the subsidy represented a “contribu- 
tion to capital” within the purview of section 113(a)(8)(B). 

(2) Now assume the court in the first instance had to pass on the taxa- 
bility of the subsidy. It would find the Claiborne-Annapolis case and ad- 


67 Fletcher, supra note 45, at 282. 

68 Lykes Bros. S.S. Co. v. Comm’r, supra note 47. 

69 Here the Commissioner will allow the depreciation deduction giving taxpayer a cost 
basis under section 113(a) since an income tax on the subsidy was paid. See p. 262 supra. 

70 Supra note 18. 

71 Since $100,000 was purely in payment for services rendered, there is doubt under the 
Brown decision whether or not the entire $5,000,000 would be given a basis for deprecia- 
tion. For our purposes, it is sufficient that $4,900,000 of the contribution would be given 
a basis. Note that the subsidies in the Cuba case were not prorated. Although the Rail- 
road Company allowed rate concessions for part of the subsidy, the Court looked at the 
transaction as a whole and did not tax any part of it. It is suggested that this approach 
is untenable. If for purposes of income taxation or a depreciation deduction, there is 
merit in the distinction between addition to working capital and payment for services, 
then that distinction should be preserved by prorating subsidies that contain both elements. 

72 Brown Shoe Co. v. Comm’r, supra note 18, at 591. 

73 Td. at 589, 
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mit that this subsidy could be used for any purpose attributable to income. 
It would discover the Lykes case, which is nearly identical, and agree that 
here there was no earmarking of funds. Finally, it might apply the broad 
concept of income, as did Baboquivari Cattle Co. v. Commissioner. The 
result might well be that the court would “join the bandwagon” by dis- 
tinguishing Edwards v. Cuba Railroad and taxing the subsidy. 

Our hypothetical court may be assuming a most embarassing position. 
Is it possible for the same subsidy to be both a “contribution to capital” 
within the meaning of section 113(a)(8)(B) and income within the 
meaning of section 22(a)? The answer must be determined before one 
can accurately predict the extent to which subsidies will be taxed. Con- 
sider these alternatives : 

Subsidies cannot be “contributions to capital” and at the same time in- 
come. Possibly, the recent cases are wrong in taxing subsidies of a capital 
nature ; and taxation should be confined to cases like Texas & Pacific Ry. 
Co. v. United States where the receipts are clearly income. Or perhaps 
the Brown case should be more closely confined to its facts."* It may never 
have been intended to be applied to other subsidies of a capital nature 
treated in the recent cases. In any event, a line should be drawn, the cases 
advocating taxation to be on the one side, and the cases contemplated by 
the Brown decision to be on the other. 

Subsidies can be “contributions to capital” and at the same time income. 
The issue of taxing the subsidy as income was never before the Court in 
the Brown case. The Court was primarily concerned with allowing the 
taxpayer a recoupment, no matter who made the investment, and felt the 
policy behind the substituted basis provisions warranted its decision. Find- 
ing a subsidy to be a “contribution to capital” within section 113(a) 
(8) (B) is not to call it a purely capital transaction for all purposes.” 

If the first alternative is correct, subsidies to induce business location 
will not be taxed, for they are “contributions to capital” under the Brown 
decision. On the other hand, if the second alternative is correct, the 
Brown decision may be disregarded. There then exists the strong possi- 
bility that the courts may follow the trend evidenced in the recent cases 
by distinguishing the Cuba case and taxing business subsidies. 

As for the answer, the authors merely make these observations.”* In 


74 See discussion supra and to the effect that this is very unlikely. 

75 The fact that Congress provides a basis as a result of a given transaction does not 
mean that such transaction does not have to pass the test of section 22(a). For example, 
gifts are given a basis, and yet Congress sees fit to exclude them specifically from taxation. 

76Tt would seem that the Supreme Court recognizes the problem and may eventu- 
ally be faced with it. In the Brown case the Court stated that the subsidies were addition 
to capital and in a footnote said: “Cf. ... Lykes Bros. S.S. Co. v. Commissioner .. . 
Helvering v. Claiborne-Annapolis Ferry Co... .” 
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the Brown case, the Supreme Court apparently considered the payments 
as part of a purely capital transaction.” Furthermore, the case is com- 
pletely analogous to Edwards v. Cuba Railroad, and if that case retains 
any vitality, the transaction produces no income. This, however, does not 
hold true on the lower judicial levels. A court handing down a decision 
like Lykes Bros. S.S. Co. v. Commissioner would hardly be consistent if 
it failed to tax the ordinary business subsidy. 

The following are a few of the consequences as a result of treating busi- 
ness subsidies as non-taxable. 

Tax evasion seems a definite possibility. Public utilities would do well 
to expand by accepting facilities instead of building them and recouping 
through service charges. Carriers could take subsidies in the form of fixed 
plant in the hope of disguising taxable receipts. Factories might provide 
a variety of services which would be considered conditions of a subsidy 
rather than the consideration for income. Finally, recognized income may 
escape taxation when received in connection with a large capital grant.** 
These would not be considered gains “derived from capital, from labor or 
both combined” and hence income within the rule of Eisner v. McCom- 
ber."® They could be considered gains derived from knowledge of the law 
and ingenuity and hence non-taxable under Edwards v. Cuba Railroad. 

The form of the subsidy is also of considerable importance. The major 
forms of subsidy offered in the United States today are cash, property, 
property tax exemptions, and rent concessions. The recipient should avoid 
the latter two types of subsidy, should there be a choice. If the subsidy 
is in the form of cash or property, the recipient can pay its own taxes or 
rent and claim a business deduction. However, if taxes are paid by another 
or rent-free premises are furnished, no deduction is available.*° In sub- 
stance, these latter subsidies are taxable, not being available as a deduction 
and consequently subjecting a larger amount of the recipient’s gross in- 
come to taxation. It may be true that tax exemptions and rent concessions 
are not contributions to capital within the purview of Cuba Railroad, but 
the distinction would seem, at most, tenuous. 

Finally, there is the problem of the double benefit to the recipient, dis- 
cussed supra.** That consequence is, of course, dependent upon the extent 
to which the depreciation deduction is allowed. 


77 The Court distinguished the Detroit-Edison case by finding payments for service, thus 
indicating its own subsidy was of a purely capital nature. 

78 See note 71 supra. 

79 252 U.S. 189 (1920). 

80 The general rule is that expenses are deductible only if paid by the person who is 
liable for them. Pierce Oil Corp. v. United States, 169 F.2d 542 (4th Cir. 1948), reversing 
77 F.Supp. 273 (E.D.Va. 1947), cert. denied, 335 U.S. 908 (1949). See also, Watervliet 
Paper Co., 16 B.T.A. 604 (1929). 

81 Supra p. 263. 
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III. THe ContTrisutTor’s Business ExPENSE DEDUCTION 


The increasing participation by private groups in subsidy programs 
makes it necessary to examine the validity of a possible business expense 
deduction.” 

Section 23(a)(1)(A) of the Code provides for the deduction of an 
“ordinary and necessary”’ business expense. This provision, however, has 
been the cause of considerable litigation. The difficulty lies primarily in 
the meaning of the phrase “ordinary and necessary.” In general, “ordi- 
nary” requires that the expense have a reasonably proximate relation to 
the ordinary conduct of the business, but it does not require that the ex- 
penditure be habitual or normal in the sense that the taxpayer will have to 
make it often.** An expense is usually considered “necessary”’ where the 
expenditure is appropriate and helpful in the development of the taxpayer’s 
business, i.¢., expenses incurred in producing or in the expectation of pro- 
ducing revenue in the business, as distinguished from expenses incurred 
for the convenience, comfort, or economy of the individual in pursuing 
his business.** 

The Supreme Court has stated on several occasions that each case must 
be determined on its facts and by conduct prevailing in the business world. 
Consider, for example, the statement of the Court in Welch v. Helvering: 
“We should be slow to override his (the businessman’s) judgment. . . . 
What is ordinary, though there must always be a strain of constancy 
within it, is none the less a variable affected by time and place and circum- 
stances. . . . The standard set up by the statute is not a rule of law; it is 
rather a way of life. Life in all its fullness must supply the answer to the 
riddle.” **° One cannot look to the Regulations for material aid in answer- 
ing the “riddle” because they are, except for the specific illustrations con- 
sidered, primarily couched in opaque and general terms.* 

In the specific area of contributions to a fund for use as an inducement 
to business location, the majority of cases disallow a business deduction. 
For example, in Samuel Zimmern,™ petitioner, who was a coal dealer, con- 


82 When a subsidy is granted by a state or one of its political subdivisions or an organi- 
zation exempt from tax under section 101 of the Code, a deduction problem does not arise. 

83 Motion Picture Capital Corporation v. Comm’r, 80 F.2d 872 (2d Cir. 1936). 

84 A, Harris & Co. v. Comm’r, 48 F.2d 187 (5th Cir. 1931). Mertens in his treatise 
argues that no definition is possible but courts will be slow to override the judgment of 
the taxpayer which led to the payment, “. . . it being assumed that the payment would 
not have been made unless required by the needs of the taxpayer’s business.” MERTENS, 
Law oF FEepERAL TAXATION §25.07 (1942 ed.). 

85 200 U.S. 111, 113, 115 (1933). See generally, Comm’r v. Heininger, 320 U.S. 467 
(1943). 

86 See Reg. 118, Sec. 39.23(a)-1-(a)-16. 

879 B.T.A. 1382 (1928) ; accord, Killian Co., 20 B.T.A. 80 — Guitar Trust Estate, 
34 B.T.A. 857 (1936). 
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tributed to a fund for use by the Chamber of Commerce in the purchase 

of land. The land was to be donated to the United States Government as 

a site for a coal tipple and storage plant. Petitioner’s deduction was disal- 

lowed on the ground that the contribution was actuated by civic pride, and 

that there was no evidence that a business benefit was derived from the 
“use of the coal storage and tipple. 

In another case ** the members of a commercial club contributed to a 
fund to be expended in obtaining a right of way for a railroad through 
the city and for publicity purposes directed at building up the city. It was 
held that the contribution was not deductible since it was not incurred 
in the maintenance and operation of the business carried on by the sub- 
scribers. Furthermore, the expense was general and indirect and could 
not be said to have a direct or immediate relation to any particular sub- 
scriber’s business. 

A deduction was also disallowed in the Thomas Shoe Co. case.*® There 
petitioner was a wholesale dealer in shoes. The fund, collected by the 
Chamber of Commerce, was to be used to purchase land for the erection 
of an ordnance plant. The Board of Tax Appeals held that petitioner’s 
contribution was to help business generally in the city. “It bore no direct 
relation to the business of [petitioner]. . . . To be deductible . . . [the 
contribution] must have in a direct sense some reasonable relation to the 
taxpayer’s business.” °° 

One of the first cases to allow a subsidy as a business deduction was the 
Appeal of Anniston City Land Co.,* where the Chamber of Commerce 
undertook to locate an Army post in the city. Funds were raised for the 
purchase of a tract of land to be donated to the Government. The tax- 
payer was in the real estate business and contributed to the funds. After 
the post was located, his sales increased thirty-fold. The Board of Tax 
Appeals allowed deduction, holding that the obvious and realized purpose 
of the contribution was to stimulate taxpayer’s land sales. This result may 
well be justified on the ground that the taxpayer could affirmatively show 
a great increase in his gross business resulting from the location of the 
Army post. It is suggested that in the absence of this evidence, the result 
may well have been different.** 

In Simons Brick Co. petitioner was a California corporation which 
~ 88 ,T, 1975, III-1 Cum, But. 123 (1924). 

89] B.T.A. 124 (1924). 

90 Td, at 125. 

912 B.T.A. 526 (1925), accord, Simons Brick Co., 14 B.T.A. 878 (1928); Corning 
Glass Works v. Lucas, 37 F.2d 798 (App. D.C. 1929) ; American Rolling Mills v. Comm’r, 
41 F.2d 314 (6th Cir. 1930). 

92 Although the contribution was made for the same purpose, it was disallowed as a 
business expense in Bell-Rogers & Zemurray Bros. Co., 4 B.T.A. 687 (1926). (taxpayer 
was in the wholesale fruit business) and in Anniston Auto Co., 4 B.T.A. 689 (1926) 


(taxpayer was an auto dealer). 
93 14 B.T.A. 878 (1928). 








1954] TAX CONSEQUENCES OF SUBSIDIES 275 


engaged in the manufacturing and selling of bricks and tile. It made con- 
tributions to the All Year Club, an organization designed to advertise 
Southern California in the hope of attracting new business and popula- 
tion. The Court held that the contribution bore a direct relation to the 
petitioner’s business, with a consequent direct benefit, and therefore was 
deductible as an ordinary and necessary business expense. It is to be noted 
that there was no evidence of an increase in petitioner’s business. More- 
over, the contribution was not intended to induce a particular business to 
locate in the community but to induce business location in general. To say 
the least, this case is difficult to reconcile with the cases disallowing the 
deduction. 

Again, in The First National Bank of Skowhegan, Me.,** a business de- 
duction was allowed. There the A. Bank of Skowhegan faced closing by 
the state officials. If this were done, there was reasonable cause to believe 
that a panic might be created which would instigate a run on petitioner’s 
bank. Consequently, petitioner contributed to a fund to be paid to an out- 
of-state bank to induce it to assume the liabilities of the A. Bank. It was 
held that the contribution was an allowable deduction since the disburse- 
ment was made to protect petitioner’s business. The case emphasizes a 
self-preservation element, but normally contributors are not in such a pre- 
carious position and are not compelled to make contributions in order to 
prevent ruin. 

The distinction between the cases allowing and disallowing a deduction 
rests in the vague concept of “direct and indirect relation and benefit to the 
business.” Unless a clear and tangible benefit can be shown, the deduc- 
tion is disallowed. 

In a recent I.T.,*° however, the Internal Revenue Service has stated its 
policy to be the encouragement of contributions to induce industry loca- 
tion. The contributions are deductible as an ordinary and necessary busi- 
ness expense “unless it appears that the contributions are not made for the 
purpose, and with a reasonable expectation, of deriving a business benefit 
therefrom.” °° The test is obviously more lenient, and hereafter a deduc- 
tion may be allowed in a majority of the cases. 


IV. Portcy CoNsIDERATIONS 


There is an extensive body of literature which discusses the soundness 
of subsidies as a matter of business or economic principle.” Before sug- 
gesting any proposals, these contentions must be examined. 


94 35 B.T.A. 876 (1937). 

95 1.T. 3706, 1945 Cum. Butt. 87. 

96 Ibid. 

97 See generally, Topf, Common Sense In Community Industrial Development, THE 
American City (1950) ; Garwood, supra note 3; KNIGHT, op. cit. supra note 2; Report, 
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The arguments in favor of subsidies may be summarized as follows: 

(a) A business subsidy expedites the recovery of a distressed com- 
munity by its artificial stimulus to the economic forces necessary for the 
community’s relief. The natural operation of these corrective forces has 
been impeded by management’s reluctance to move into the community 
because of the lack of investment capital. 

(b) More industry means more economic opportunity. This is immedi- 
ately reflected through fuller employment and larger payrolls. The income 
added to the community is greater than the increase in payrolls because 
of increased commercial exchange. 

(c) States and municipalities may expect additional revenue. Even sub- 
sidies in the form of tax exemptions may be more than offset by taxes re- 
sulting directly or indirectly from increased earnings of the residents. 

(d) New business may secure to the community the advantages that 
flow from diversification. A predominantly agricultural area may be bal- 
anced with industry or existing industries may be complemented by others. 

(e) New population may be attracted with a resulting enrichment in 
social and cultural intercourse. 

The arguments against such programs may be summarized as follows: 

(1) Subsidy programs foster regional competition and unsound eco- 
nomic growth. Areas which begin to lose their industry are compelled to 
retaliate. This type of economic warfare “leads to decreasing considera- 
tion for sound tax and fiscal policies, labor standards, and social legisla- 
tion.” °° 

(2) The inducements may create unfair competition among the mem- 
bers of the business community. Furthermore, established firms often re- 
sent not being chosen as objects of the community’s bounty.” 

(3) The community is likely to attract bad economic risks. If an in- 
dustry can not carry its proportion of the tax burden, provide its own 
facilities, or pay its own expenses, it may become a greater burden than a 
benefit. 

(4) New industry often means new population and the need for in- 
creased community facilities and services. It may be some time before ade- 
quate housing, schools, highways, water supply, and sewage disposal can 
be provided ; in the meantime, a tremendous burden may be placed on the 
members of the community. 


Am. Fep. Las., op. cit. supra note 8; PLANNING Apvisory SERVICE Report (No. 22), op. 
cit, supra note 9. 

98 Report, AM. Fep. Las., op. cit. supra note 8, at 15. 

99 It is interesting to note that a subsidy was granted to one industry to induce its loca- 
tion in a particular community, but when contributions were solicited to aid another busi- 
ness to locate there, the previously favored business refused to contribute. See, McLAauGH- 
Lin, Wuy INpustry Moves Soutu 41 (1949). 


it 
a 
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(5) The financing of subsidies through municipal bond issues weakens 
municipal credit. Whenever such programs have been undertaken in the 
past, the results have been disastrous. The issues are not even subject 
to the judicious regulation of the Securities and Exchange Commission. 
Furthermore, the interest on such bonds is currently tax-exempt. There is 
much concern as to what the Federal Government may do as losses of reve- 
nue mount because of increased investment in these non-taxable securities. 

(6) Government units which grant tax concessions give up substantial 
amounts of revenue. This loss of funds contributes to local inability to 
provide and maintain such necessary facilities as schools, roads, and clinics. 

(7) States offering subsidies are given a direct interest in the business, 
which is a basic characteristic of a socialist economy. This may eventually 
lead to increased governmental regulation of business and increased politi- 
cal interference with private management. 

Even considering that the weight of the evidence seems to be on the side 
of the opponents of subsidies, does this justify an attitude which would 
discourage this practice by collateral tax legislation ? 

It seems most important and significant that subsidies have often ac- 
complished their purpose and promoted the welfare of many communi- 
ties.*°° Moreover, many of the alleged disadvantages can be eliminated by 
judicious investigations before awarding grants and, if necessary, by state 
legislation." There is the belief also that particular tax treatment will not 
substantially encourage or discourage participation in subsidy programs. 
These transactions should therefore be treated less harshly, with the hope 
of insuring their success. The following proposals reflect these convictions. 


V. PROPOSALS 


It is axiomatic that taxpayers are entitled to a “fair definition of their 
responsibilities.” *°? Legislation is particularly urged with respect to sub- 
sidization of business, since the amounts involved are large and the prac- 
tice is rapidly increasing. With this in mind, the following changes in the 
Internal Revenue Code are urged: **° 


Sec. 22. Gross INCOME. 


(b) Exctusions rrom Gross INcomE.—The following items shall 
not be included in gross income and shall be exempt from taxation 
under this chapter : 

(17) Business Subsidies—Cash or property transferred to 
the taxpayer, by a state or any of its political subdivisions, civic or 


100 See KNIGHT, op. cit. supra note 2. 

101 I bid. 

102 PauL, STUDIES IN FEDERAL TAXATION 295 (1940). 
108 Additions are italicized. 
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business organizations or individuals, to induce the location, expan- 
sion or maintenance of a business in any specified community; 
provided, however, that cash or property, or any portion thereof, 
transferred in consideration for goods or services rendered by such 
business, shall not be excluded from gross income by virtue of this 
subsection,1* 


Sec. 113. Apyustep Basis ror DETERMINING GAIN oR Loss. 


(a) Basts (UNADJUSTED) OF PRroperTy.—The basis of property 
shall be the cost of such property ; except that— 

(8) Property Acgurrep By ISSUANCE OF STOCK or as Paid- 
in-surplus, or as a Business Subsidy.—If the property was acquired 
after December 31, 1920, by a corporation— 

(B) as paid-in surplus or as a contribution to capi- 
tal,’ or 

(C) as property transferred or acquired with cash trans- 
ferred by the state or any of its political subdivisions, civic or busi- 
ness organizations or individuals, to induce the location, expansion 
or maintenance of a business in any specified community; provided, 
however, the property transferred or acquired with cash transferred, 
or any portion thereof, in consideration for goods or services ren- 
dered by such business shall be excluded for purposes of this sub- 
section, then the basis shall be the same as it would be in the hands 
of the transferor, increased in the amount of gain or decreased in 
the amount of loss recognized to the taxpayer upon such transfer 
under the law applicable to the year in which the transfer was made; 
provided, however, that for the purposes of subsection (C), if the 
transferor is a tax-exempt entity, then the basis shall be the same as 
if the transferor had not been tax-exempt. 


104 Tt is not deemed necessary to state expressly that “cash or property, or any por- 
tion thereof, transferred in consideration for goods or services rendered by such business” 
should be included in gross income, as section 22(a) certainly contemplates such receipts. 
A more difficult problem is whether or not such subsidies should be included in gross in- 
come in the year of receipt. If a building is received in return for five years’ electric serv- 
ice, should not the recipient be allowed to prorate his income over the five-year period? 
The proposals are not drafted to take care of this problem since it is not within the scope 
of this paper. 

105 The phrase “contribution to capital” was added to section 113(a) (8) at a time when 
the section was being amended to close avenues of tax avoidance. See SEIDMAN’s LEGIS- 
LATIVE History oF FEDERAL INcoME Tax Laws, 1938-1861, 455 (1938). However, only 
the other parts of amendment were necessary to accomplish that purpose, and it does not 
appear why this phrase was added. ‘ty the process of elimination, one realizes the phrase 
refers to non-gratuitous transfers by non-shareholders; otherwise redundancy exists in 
the Code. Such uncertainty is manifestly bad, and for that reason the phrase is eliminated. 
Section 113(a) (8) (C) is substituted and specifically and clearly states the one case where 
non-gratuitous transfers by non-shareholders should be allowed a substituted basis. 
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Sec. 23. DEDUCTIONS FROM Gross INCOME. 


In computing net income there shall be allowed as deductions: 
(a) ExpeNsEs.— 
(1) TrapeE or Business ExPENSES.— 

(A) In GeNnERAL.—AIl the ordinary and necessary ex- 
penses paid or incurred during the taxable year in carrying on any 
trade or business, including a reasonable allowance for salaries or 
other compensation for personal services actually rendered ; travel- 
ling expenses, (including the entire amount expended for meals and 
lodging) while away from home in the pursuit of a trade or busi- 
ness ; contributions to induce the location, expansion or maintenance 
of a business in any specified community, if made for the purpose 
and with a reasonable expectation of deriving a business benefit there- 
hs’. 

These proposals are intended to accomplish the following objectives : 

(A) Elimination of a substantial amount of the uncertainty of the tax 
consequences arising out of subsidy transactions. The taxpayer could rest 
assured that he would not be taxed on the value of a subsidy received as 
an inducement to location, expansion, or maintenance of his business in 
any specified community. He would be equally certain that he can depre- 
ciate the property for income tax purposes. These beneficial tax conse- 
quences would be denied only when the subsidy is intended as payment 
for goods or services. Such determination, however, is not capable of 
exact definition and must be left to the courts in disputed cases. The un- 
certainty as to business deduction allowance to a donor has not or cannot, 
however, be substantially lessened.*” 

(B) Elimination of the “new” classification of receipt. Henceforth, 
business subsidies would be treated just as gifts, 1.e., specifically tax- 
exempt and given a specific basis for depreciation. It would no longer be 
necessary for the courts to stretch sound income tax principles in order to 
attain the desired results. 

(C) Consistent treatment of business subsidies in the various provi- 
sions of the Code. Business subsidies would be specifically tax-exempt. In 
the same terms, a depreciation deduction and an inclusion in equity in- 
vested capital would be authorized. The proposed business deduction for 
the donor evidences the same general policy. It is this type of collective and 
consistent treatment that clarifies and strengthens the meaning of the reve- 
nue laws. 


106 This addition was framed from I.T. 3706, supra note 95. The more lenient test of 
the I.T. is made the law, assuring its use. See p. 275 supra. 

107 The test for the allowance of a business deduction will be less rigid. But whether 
or not in a given case a deduction will be allowed must be determined by the court while 
applying the more flexible standard. 
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(D) Minimization of the possibility of tax avoidance. Before a sub- 
sidy, or any portion thereof, would be excluded from gross income by 
proposed section 22(b) (17), the Commissioner would have to decide (1) 
that the subsidy is to induce business location, expansion, or maintenance, 
and *** (2) that the subsidy is not intended as payment for goods or serv- 
ices. Assuming the statute is carefully applied, it will be more difficult 
for the recipient to disguise income by accepting it in the form of fixed 
plant.” Furthermore, the statute expressly authorizes proration of sub- 
sidies, so payments for service would no longer escape taxation when re- 
ceived in connection with large grants to induce business location.*”° 

(E) Limitation of a double benefit to transactions specifically and 
clearly provided for in the Code. In order for a double benefit to arise, 
the recipient of property must be allowed a substituted basis for deprecia- 
tion. There is some doubt whether or not Congress intended a substituted 
basis for non-gratuitous transfers by non-shareholders under the phrase 
“contributions to capital.” Proposed section 113(a)(8) would eliminate 
that confusing phrase and expressly allow a substituted basis for certain 
business subsidies. The situations where a substituted basis would be al- 
lowed would be clearly described and no unwarranted extensions would 
creep into the law. 

(F) Allowance, taxwise, of the maximum economic benefits flowing 
from transactions involving subsidies to induce business location, expan- 
sion, or maintenance. Such grants would no longer be taxed as income, 
and the trend evidenced in the “middle” cases would be reversed. There 
would be a consistent allowance of a depreciation deduction in all federal 
courts. Also, the requirements in connection with a business deduction for 
the donor would be considerably less stringent, and such a deduction would 
probably be allowed in a majority of the cases. 


108 The second clause qualifies the first, so that if the subsidy is both to induce business 
location and payment for goods or services, it is not excluded from gross income. 

109 As the law exists, there is the possibility that such subsidies will be called contribu- 
tions to capital and be non-taxable under the Cuba Railroad doctrine, even though in fact 
they are payment for services. See quotation from Detroit-Edison v. Comm’r, pp. 259, 266 
supra. It is believed that the Cuba case never stood for this, but courts confronted with 
similar factual situations might err. The proposed statute points up the fact that if the 
subsidy is intended as payment for services, it is not to be excluded from gross income. 

110 This is specifically provided in the proposed statute by the words “or any portion 
thereof.” 
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Income Tax Planning For Executors 
R. PALMER BAKER, JR. 


Warne estate taxes are concerned executors have their estates planned 
for them. The will or deed of trust controls. Where income taxes are con- 
cerned, on the other hand, there are opportunities for tax-planning which 
survive the decedent. A little experience with the administration of estates 
suggests that these are often neglected and seldom used to best advantage. 
The purpose of this article, therefore, is to call them to mind. 

Discussed here are those aspects of estate income tax law with conse- 
quences which the executor (or administrator) can control, or which offer 
him a choice of decisions. Other aspects, although relevant, have neces- 
sarily been ignored or mentioned briefly and indirectly.* 


ACCOUNTING METHODS 


In the final analysis, an estate is simply a means for distributing the 
property of the decedent and its resulting income in accordance with the 
decedent’s wishes. The timing of distribution, however, is largely in the 
hands of the executor, and for that reason the estate is treated as a taxable 
entity,” much like an individual. The first choice open to the executor ac- 
cordingly is whether to use the cash or the accrual method in keeping the 
estate’s books of account * and whether to report the net income of the 
estate on the basis of a calendar or of a fiscal year.* 

In ordinary situations there is not much advantage in keeping the books 
of the estate on the accrual basis, and there may be some disadvantage. In 
particular, the executor may find it difficult to determine the accrual date 
of commissions which he elects to take as an income rather than an estate 
tax deduction. 

In some jurisdictions an executor’s commissions are payable as earned 


R. Parmer Baker, Jr. (A.B., Harvard College, 1939; LL.B., Harvard Law School, 
1942) is a member of the New York Bar and a member of Lord, Day & Lord, New York 
City. 

1For a distinguished, broad, and detailed consideration of the problems of tax law in- 
volved in the administration of estates, reference should be made to KENNEDY, FEDERAL 
IncoME TAXATION OF TRUSTS AND Estates (1948) and suPPLEMENT thereto. 

2T.R.C. §161; Reg. 118, Sec. 39.161-1. 

3T.R.C. §§41, 43; Reg. 118, Sec. 39.41-1-2-3. 

4T.R.C. §41; Reg. 118, Sec. 39.41-4. 
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and a bill submitted to the estate might be enough to fix the accrual.® Cer- 
tainly a probate court decree or approval of an account by receipt and re- 
lease would be enough.® But even under a decree the time of payment is 
generally discretionary with the executor, who is obliged to consider the 
interest of the estate without regard to his own personal interest. The 
estate may have insufficient cash on hand, and the executor may be re- 
quired to sell an asset or borrow money on the credit of the estate in order 
to obtain the necessary funds.” Ordinarily, therefore, the accrual method 
will seem unrealistic where commissions are concerned. 

The chief inducement to use of the accrual method is the availability of 
a deduction for state and local income taxes on the estate’s first return. 
For example, the administration of an uncomplicated estate is likely to be 
wound up by the end of its second year. State and local income taxes, 
both on the decedent’s income and that of the estate for the earlier year, 
accrue on the last day of the earlier year but are not payable until several 
months thereafter. To receive any federal income tax benefit from these 
payments in the earlier year, the estate must keep its books and file its 
federal return on the accrual basis. An exception to this exists where the 
state or municipality has a statute or regulation permitting its tax authori- 
ties to accept payments in advance. In such a situation the Commissioner 
now holds the advance payment deductible in the year when made.* This 
is a possibility, of course, which the executor of a cash basis estate should 
keep in mind. 

The estate’s return can be filed on the accrual basis only if books are 
kept on such basis ; the return must follow the bookkeeping method.® Simi- 
larly, the books must be kept and closed, if the estate is to make use of a 
fiscal year. The taxpayer must file its return on the basis of its annual 
accounting period, and that period is fixed by the method of accounting 
regularly employed in keeping the taxpayer’s books.” 

The executor can delay his decision whether or not to close the books 
of the estate on the basis of a fiscal year until the final month of the year 
selected. Formal books of account must be established before the year- 


5 Cf. Freeman y. United States, 71 F.2d 969 (3d Cir. 1934), cert. denied, 293 U.S. 
621 (1934) ; William H. C. Pletz, 43 B.T.A. 140 (1940). 

6 See Lillie M. Clark, 9 B.T.A. 460 (1927) Acq., VII-2 Cum. Buty. 8 (1948); Weil 
v. Comm’r, 173 F.2d 805 (2d Cir. 1949), cert. denied, 338 U.S. 821. 

7 See Weil v. Comm’r, note 6 supra. 

81.T. 4054, 1951-2 Cum. Butt. 36 (Ky.) ; Lillian Bacon Glassell, 12 T.C. 232 (1949) 
(La.), and Estate of Aaron Lowenstein, 12 T.C. 694 (1949) (Ala.) Acq., 1949-2 Cum. 
Butt, 2. 

® Mary W. Leach, 16 B.T.A. 781 (1929), aff'd, 50 F.2d 371 (1st Cir. 1931); Arthur B. 
Bellwood, 10 TCM 50 (1951). 

10T.R.C. §41. 
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end,** and the transactions of the estate should be entered as they occur. 
The books need not be elaborate. In the average estate a cash book and 
ledger—not one alone **—will do the job. Briefly, one should follow the 
same standards of systematic bookkeeping followed in conducting a simple 
business—standards which an executor should follow in any case. In- 
formal records, such as check stubs, rent receipts, and dividend statements, 
are not enough, even if systematized at the year-end.** If adequate books 
are not set up, an election has been made, as a practical matter, to file the 
estate’s return on the calendar year basis.** 

As soon as decision has been made to keep the books of the estate on a 
fiscal year basis, they should be ruled off accordingly.” This is an im- 
portant decision, because when made it becomes irrevocable.** The return 
must be filed on that basis.’ 

Evidently there are not many estates which are administered on a fiscal 
year basis, yet many would be better off if so administered. Those which 
may not be better off are found among the estates of decedents who died 
early in the calendar year. A sufficient period of time is left in such a situa- 
tion for balancing the estate’s income and expenses in the first return. 

To give himself adequate time for proper planning and to obtain maxi- 
mum balance of estate income and deductions, the executor will generally 
wish to extend the estate’s first fiscal year as far as possible beyond De- 
cember 31 of the calendar year in which the death of the decedent took 
place. Such extension has become particularly useful since 1942 because 
of the impact of section 126 of the Code. Prior to 1934 a cash basis dece- 
dent’s income not received at the time of his death escaped tax entirely. 
This was so even though his estate or beneficiaries were entitled to collect 
the income after his death, and even though the same amount would have 
been credited to income and included in his last return had he been on the 
accrual basis. The Revenue Act of 1934 corrected this situation by amend- 
ing what is now section 42 of the Code, with the effect of placing all dece- 


11 Trene M. Theriot, 15 T.C. 912 (1950), aff'd, 197 F.2d 13 (Sth Cir. 1952), cert. denied, 
344 U.S. 874 (1952). 

12 Louis M. Brooks, 6 T.C. 504 (1946). 

18 Louis M. Brooks, note 12 supra; Max H. Stryker, 36 B.T.A. 326 (1937) Acq., 1937-2 
Cum. Butt. 27; but cf. Estate of Cyrus H. K. Curtis, 36 B.T.A. 899 (1937) Nonacq., 
1938-1 Cum. Butt. 39. 

14 Fred R. Drake, 1 B.T.A. 1235 (1925); O.D. 941, 4 Cum. Butt. 71 (1921); O.D. 
696, 3 Cum. Butt. 81 (1920). 

15 See Reg. 118, Sec. 39.41-1; I. T. 3466, 1941-1 Cum. Butt. 238. 

16 Unless the Commissioner’s consent can be obtained for a change. See Reg. 118, Sec. 
39.41-4. 

17 However, the filing of a calendar year return would indicate that a taxpayer “had 
no intention of basing its books upon a fiscal-year basis.” See Estate of Cyrus H. K. 
Curtis, note 13 supra. 
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dents on an accrual basis in their last returns.** As interpreted by the Su- 
preme Court,*® the accrual concept was so broadened under this provision 
as to require amounts which the decedent would have been able to spread 
over several years, had he lived, to be “accrued” and entirely taxable in his 
last return. The Congressional reaction to this in the Revenue Act of 
1942 *° was section 126 of the Code, which provides that “(a) .. . all 
items of gross income in respect of a decedent which are not properly in- 
cludible in respect of the taxable period in which falls the date of his death 
or in a prior period shall be included in the gross income, for the taxable 
year when received, of . . . .” the decedent’s estate or other beneficiaries. 

The consequence of section 126 to many estates is a bunching of income 
with respect to the decedent during the first few months of the estate’s ex- 
istence. Accrued rents and dividends are common illustrations, as are bo- 
nuses. Frequently, unless an extended fiscal year basis is adopted, these 
items will be taxed in the estate’s first return without any substantial, com- 
pensating deductions. 

On the other hand, situations can arise in which it is to the advantage 
of the estate to shorten its first taxable period. This is likely where the 
income of the estate is sporadic in nature. Assume the case of a decedent 
who dies in September. Normally, an executor would establish a fiscal pe- 
riod ending August 31 of the following calendar year. On the facts, how- 
ever, he may know that the estate will receive no income until December, 
that this receipt will be large in amount, and that it cannot be offset by a 
deduction for commissions until the following summer. The wise decision 
in this situation is to close the estate’s first taxable year not later than No- 
vember 30, so that the second taxable year may take in both the income re- 
ceipt and the later expenditure. No tax penalty is attached, since this is one 
case in which income computed on the basis of a short period need not be 
annualized.” 

It should be emphasized that in making these accounting choices the 
executor rarely affects the accounting status of the beneficiaries, and then 
only indirectly. Under section 164 of the Code currently distributable in- 
come which is taxed to the beneficiary is based on the income for the fiscal 
year of the trust or estate where that period has been selected. However, 
estate income is not often currently distributable; hence the exception 
rarely applies. A similar result can follow, on the other hand, where an 
estate makes an income distribution within 65 days of the end of a fiscal 


18 See H.R. Rep. No. 704, 73d Cong., 2d Sess. 24 (1932). 
19 Helvering v. Enright, 312 U.S. 636 (1941). 

20 Revenue Act of 1942, Sec. 134(e). 

21 T.R.C. §47(c) (2). 
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year. In that event, the legatee or other beneficiary is taxable, in effect, on 
income of a 12-month period which straddles his own calendar year.** 


Tax RETURNS 


The executor is required to file a fiduciary return within three and one- 
half months after the close of the taxable year if the gross income of the 
estate reaches $600. Formerly, but not under the new Regulations, he 
could take an additional month by distributing income so as to show no 
taxable balance left.** Generally, also, he will be required to file a return 
for the decedent.” At this point a decision must be made whether to join 
with the surviving spouse on the decedent’s behalf in filing a joint return. 

This important election was permitted executors by the Revenue Act of 
1948, which cancelled out the inequity of the old law’s recognition of the 
division of community income between spouses in community property 
states. This, of course, was accomplished by permitting married couples 
in all states to “split” their combined incomes. Husband and wife were 
allowed the option of filing a joint return, in which event their combined 
net income is divided by two and their tax is twice the tax which is com- 
puted on one of these shares.”* By continuing in effect the provisions of 
section 51(b) (3), the 1948 Act foreclosed the possibility of spouses being 
denied the joint return privilege by reason of the death of one spouse dur- 
ing the taxable year; but a joint return may not be made for any taxable 
year of the survivor beginning after the death of the deceased spouse.” In 
the manner and subject to the limitations which are outlined below, the ex- 
ecutor may step into the shoes of the decedent and file a joint return which 
will include the net income of the surviving spouse for the entire taxable 
year and the net income of the decedent for that portion of the taxable 
year during which he was alive. 

For the estate and its beneficiaries the joint return has both advantages 
and disadvantages, but in virtually every case the former will outweigh 
the latter. Taking the estate as an entity, there will practically always be 
an advantage dollar-wise where the net income of the decedent for his 
final taxable period exceeds that of the surviving spouse for the full tax- 
able year. What the executor must do in this connection is to work out 
with the surviving spouse the proportion of the joint tax liability which 


22 See note 149 infra and related text. 

23 T.R.C. §§53(a) (1) and 142(a). 

24 Reg. 118, Sec. 39.53-3; cf. Reg. 111, Sec. 29.53-3(b). 

25 Reg. 118, Secs. 39.47-1 and 39.56-1. 

267.R.C. §§51(b) and 12(b) (d). 

27 H.R. Rep. No. 1274, 80th Cong., 2d Sess. 50 (1948) ; Sen. Rep. No. 1013, 80th Cong., 
2d Sess. 56 (1948). 
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is to be paid by each. Often—and always where the survivor’s income is 
nominal in amount—the entire joint liability will be less than the amount 
payable by the estate on a single return for the decedent. In such event, 
the executor is certainly justified in agreeing with the survivor to pay the 
entire tax and, in any event, cannot reasonably ask the survivor to pay 
more than what he or she would pay if separate returns were filed. When 
the estate tax return is audited, the Federal Government’s claim against 
the estate for the decedent’s income tax is then allowable in the amount 
actually paid, since that amount is necessarily less than the amount payable 
absent agreement to file a joint return with the surviving spouse.** How- 
ever, before allowing the claim, the field agent will sometimes compute the 
estate’s liability on the proportionate basis of the decedent’s net income rel- 
ative to that of the survivor. The lesser liability is allowed as the claim— 
a defensible position only if the executor can be said to have a right of 
subrogation against the surviving spouse. 

Not infrequently the net income of the surviving spouse will exceed that 
of the decedent, particularly where the latter was salaried and died early 
during the taxable year. If so, the executor’s agreement to file a joint 
return will be an accommodation to the surviving spouse, and he cannot, 
of course, properly undertake to pay more than would be payable with 
respect to the decedent on a separate return. If he does pay more, as he 
might where the surviving spouse is the sole beneficiary of the estate, he 
will find that his estate tax deduction for the income tax claim is limited 
to the lower figure. 

Where the surviving spouse is the principal beneficiary of the estate, 
the most favorable income tax result follows where the net taxable income 
of the estate for its first taxable year is approximately half of the net tax- 
able income of the decedent and surviving spouse on the joint return. The 
executor should bear in mind therefore the desirability of making an in- 
come distribution from the estate to the surviving spouse in order to take 
advantage of this opportunity for tax minimization. 

It appears that the only real disadvantage to the estate in filing a joint 
return is the fact that it establishes a joint and several liability.” That 
should be of concern, however, only where the net income of the surviv- 
ing spouse exceeds that of the decedent. In that case, the facts are likely 
to be known to the executor, so that as a practical matter he can establish 
the possible existence or non-existence of additional liability to his own 
satisfaction. 

With these considerations in mind, one may suggest that in most situa- 
tions a joint return should be filed with the surviving spouse, and that in 


28 See Reg. 105, Sec. 81.29, 
29 T.R.C. §51(b) (1). 
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some situations the executor might be surchargeable for failing or refusing 
todoso. This is suggested by a Pennsylvania decision *° where the probate 
court directed a co-executrix to join in the execution of a joint return. 

The execution of a joint return by an executor or by an administrator, 
as the case may be, would thus seem to be a perfectly ordinary and neces- 
sary act in the administration of the estate, and one for which special au- 
thority in the will or by order of the court is ordinarily not required. Some 
states, however, have enacted limited legislation to permit executors and 
administrators to join in the execution of such returns.” 

The executor elects to file a joint return simply by joining in its execu- 
tion.*? This election may, of course, reverse, and is not affected by, pre- 
viously filed declarations of estimated tax.** The executor alone may make 
the return with respect to the decedent, unless the decedent made it before 
he died, and provided he was appointed before the last day prescribed for 
filing the return of the surviving spouse.** If appointed thereafter, the 
executor may find that the surviving spouse, quite properly,** has filed the 
joint return on behalf of the decedent. If so, the executor has a year from 
the due date of the return, including any extensions of time, within which 
to disaffirm the joint return.*® As indicated above, the cases are rare in 
which this should be done. The executor should in this type of situation 
arrange with the surviving spouse to fix the proportion of the joint tax 
liability to be borne by the estate. 

Administration expenses. Section 812(b)(2) of the Code permits an 
estate tax deduction “for administration expenses, . . . allowed by the 
laws of the jurisdiction, whether within, or without the United States, 
under which the estate is being administered, . . . .” The Regulations * 
interpret this as “such expenses as are actually and necessarily incurred in 
the administration of the estate ; that is, in the collection of assets, payment 
of debts, and distribution among the persons entitled. . . .” These in- 
clude ‘“(1) executor’s commissions; (2) attorneys’ fees; (3) miscel- 
laneous expenses.” 

In analyzing these expenses, the executor should look to section 23(a) 


(2) of the Code, which provides for the ded-tion of “all the ordinary and 


80 Estate of Frank J. Floyd, 51-2 USTC 99415 (Del. Pa. 1951). 
81 Arkansas: Ark. Stat. ANN. §62-2412.1. 
Illinois: N.C. Stat. Ann. §110.592(a). 

32T.R.C. §51(b) (1) and (4). 

33 T.R.C. §§58(c) and 60(b) ; Reg. 118, Secs. 39.51-1 and 39.584. 

84 T.R.C. §51(b) (4) ; Reg. 118, Sec. 39.51-1(b) (2). Of course, the joint return privilege 
is also denied if the surviving spouse remarried prior to the close of the first taxable year ; 
the new couple receive the benefit of income-splitting. Jd. 

35 Td. 

36 Td, 

37 Reg. 105, Sec. 81.32. 
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necessary expenses paid or incurred during the taxable year for the pro- 
duction or collection of income, or for the management, conservation, or 
maintenance of property held for the production of income”’ in the case of 
an estate,** as well as in the case of an individual. According to the Regu- 
lations,*® this includes reasonable amounts “paid or incurred by the fiduci- 
ary of an estate or trust on account of administration expenses, including 
fiduciaries’ fees and expenses of litigation, which are ordinary and neces- 
sary in connection with the performance of the duties of administration. 
” 

Due to the broad sweep of section 23(a) (2), which was added to the 
Code by the Revenue Act of 1942,*° it is obvious that most estate expend- 
itures will satisfy the requirements of both the estate and income tax stat- 
utes. Prior to 1942 this possibility existed only with respect to business 
expenses, and the courts have observed,** these are not commonly present 
in the administration of even the most complex estates,** except in con- 
nection with the maintenance and operation of real property.** The 1942 
Act, however, extended the possibility to non-business expenses. Accord- 
ing to the House Report ** the extension did not encompass such adminis- 
tration expenses, chargeable to corpus, as the cost of “securing the proc- 
esses and orders of the court having jurisdiction over the probate of an 
estate, or in adjusting claims against the estate, or in distributing the 
remaining assets to the beneficiaries, . . . .” Initially the Regulations “ 
took the same position. However, in 1945 the Supreme Court in Bing- 
ham’s Trust v. Commissioner ** applied section 23(a) (2) so broadly (with 
respect to expenses incurred by a testamentary trust) as to lead to a thor- 
ough revision of the Regulations, including the elimination of the restric- 


38 By virtue of the opening sentence of I.R.C. $162. 

89 Reg. 118, Sec. 39.23(a)-15(i). 

40 Revenue Act of 1942, Sec. 121. This was a legislative overruling of such cases as Hig- 
gins v. Comm’r, 312 U.S. 212 (1941), under which it was held that the administration of 
most estates, however complicated, does not constitute the carrying on of a business. For 
a discussion of the pre-1942 cases, see PAUL, FEDERAL EstaTE AND Girt TAXATION §11.12 
(1942). 

41 See note 40 supra. 

42 Cf. Adams v. Comm’r, 110 F.2d 578 (8th Cir. 1940) (involving estate tax deduction) 
and Estate of Virgil L. Highland, 43 B.T.A. 598 (1941), aff’d, 124 F.2d 556 (4th Cir. 
1942) (dealing with income tax). 

43 Compare Eugene Higgins, 39 B.T.A. 1005 (1939) with Higgins v. Comm’r, note 40 
supra. The income tax deduction for repairs was allowed even where testamentary trus- 
tees permitted the decedent’s widow to occupy the property rent free. Margaret B. Spar- 
row, 18 B.T.A. 1 (1929). But cf. Mortimer B. Fuller, 9 T.C. 1069 (1947), aff’d, 171 
F.2d 704 (3d Cir. 1948). 

44 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 75 (1942). 

45 Reg. 111, Sec. 29.23(a)-15(b), as added by T. D. 5196, 1942-2 Cum. Butt. 96. 

46 325 U.S. 365 (1945). 
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tive language based on the House Report.*” Consequently there are few ad- 
ministration expenses deductible on the estate tax return, payable out of 
corpus or income, which are not now deductible for income tax purposes 
also. 

The greater availability to an estate of double deductions became appar- 
ent with the 1942 amendments. Accordingly, a new subsection (e) was 
added to section 162 of the Code,** providing that amounts allowable un- 
der section 812(b) shall not be allowed as income tax deductions of the 
estate ‘‘unless there is filed, within the time and in the manner and form 
prescribed by the Commissioner, a statement that the items have not been 
claimed or allowed as deductions under Section 812(b) and a waiver of 
the right to have such items allowed at any time as deductions under Sec- 
tion 812(b).” 

The executor must pay his money and make his choice. Fortunately, 
however, the Commissioner has been increasingly liberal in prescribing the 
time and manner in which the choice is to be made. For example, the 
choice can be made and the waiver filed item by item; an executor’s com- 
mission paid in one year may be taken as an income tax deduction, al- 
though an additional commission taken in another year is taken on the 
estate tax return.“ 

The waiver should be filed with the return for the year for which the 
item is claimed as a deduction,” but it may nevertheless be filed at a later 
time “for association with the return.’” The most recent ruling ** permits 
an executor to claim an item on the estate tax return as filed, and then 
before settlement of the estate tax proceeding, after the due date for the 
income tax return, but prior to expiration of the income tax statute of 
limitations, to change his mind and take the income tax deduction instead. 
The rationale of the ruling is that under these circumstances, while the 
item in question was “claimed”’ on the estate tax return within the meaning 
of section 162(e), nevertheless it has not been “allowed.”’ Conversely, the 
ruling permits the “claim” of a deduction on the income tax return to be 
abandoned in favor of a claim on the estate tax return, provided the statute 
of limitations has not run and the waiver has not been filed. 

It would seem from the Commissioner’s liberal treatment in these mat- 
ters that the statement and waiver required by section 162(e) should be 
filed at the last moment only, when the executor has resolved all doubts 
in his mind whether the estate tax deduction or income tax deduction is 


47 See T.D. 5513, 1946-1 Cum. Butt. 61. 

48 Revenue Act of 1942, Sec. 161. 

49 7.T. 4048, 1951-1 Cum. Butt. 39. 

50 Reg. 118, Sec. 39.162-1. 

51 Rey. Rul. 240, 1953 Int. Rev. Butt. No. 3 at 6 (1953). 
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the more advantageous. Nevertheless, the statement and waiver should 
be filed in the end. Filing is a technical prerequisite to the income tax de- 
duction, and failure to file can foreclose the deduction in the event of 
litigation.’ It is important to remember in this connection that the re- 
quirement extends to both business and non-business expenses. 

Many of the largest estates, with substantial investments in closely-held 
corporations, are arranged so as to produce relatively little income during 
the course of administration. In these estates the maximum amount of 
administration expenses is assigned to the estate tax return. The same is 
true where it is necessary, for the support of the beneficiaries, to distribute 
most of the estate’s income. Where the income is substantial and distri- 
bution is not required, a nice judgment is called for on the part of the ex- 
ecutor. Of course, this judgment will be exercised largely in the light of 
the relative estate tax and income tax brackets. 

The executor’s choice can be simplified only slightly by the process of 
elimination. The estate tax regulations broadly include among administra- 
tion expenses the commissions of the executor and reasonable attorneys’ 
fees,** plus such miscellaneous expenses as court costs, surrogate’s fees, 
accountant’s fees, appraiser’s fees, clerk hire, storage and maintenance ex- 
penses, and selling expenses where the sale is necessary in order to effect 
distribution.** A few other examples of expenses which are allowable are: 
the cost of marshalling assets and investigating their underlying worth as 
investments of the estate; °° the cost of preparing state and federal income 
tax, estate tax, and inheritance tax returns; °° the cost of tax litigation; °’ 
the cost of operating and maintaining real estate,* including the cost of 
operating a farm or ranch; °° and expenses incurred by an executor in ex- 
tensive litigation relating to the holdings of the estate, its claims, or debts.°° 

Pursuant to the Regulations, and by reason of the wide scope of the 
Bingham opinion,” expenses of the character of the foregoing are alterna- 
tively deductible on the income tax return.® They are deductible, moreover, 


52 Estate of C. M. Sutton, 5 TCM 213 (1946). 

53 Reg. 105, Sec. 81.32, .33, .34. 

54 Reg. 105, Sec. 81.35. 

55 See James D. Bronson, 7 B.T.A. 127 (1927), aff’d, 32 F.2d 112 (8th Cir. 1929). 

56 Id, 

57 Mallock, Admr. (Witherspoon) v. Westover, 51-1 USTC {10,816 (S.D.Cal. 1951). 

58 Adams v. Comm’r, 110 F.2d 578 (8th Cir. 1940) ; see George W. Oldham, 36 B.T.A. 
523 (1937). 

59 See Robert J. Kleberg, et al., Executors, 31 B.T.A. 95 (1934). 

60 See Estate of Virgil L. Highland, 43 B.T.A. 598 (1941), aff'd, 124 F.2d 556 (4th 
Cir. 1942). 

61 Note 39 supra. 

82 Note 46 supra. 

63 The items in Adams v. Comm’r, note 42 supra, Estate of Virgil L. Highland, note 
60 supra, and Robert J. Kleberg, et al., Executors, note 59 supra, decided under pre-1942 
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whether chargeable to income or corpus.** In the Bingham case itself the 
Commissioner agreed by stipulation to allow the deduction of the trustee’s 
commissions and also office salaries, supplies, and expenses, rent, petty 
cash expenditures, tax and financial services, and miscellaneous items. The 
Court then allowed attorney’s fees and expenses incurred in unsuccessfully 
contesting an income tax deficiency and in connection with distribution 
problems arising on the termination of the trust. 

There is no reason to doubt that the Bingham opinion, which dealt with 
a trust, applies equally to the expenses of an estate. The executor holds all 
of the estate’s assets for the ultimate production of income, and all ex- 
penses incurred in that effort, whether paid out of income or principal, 
are therefore properly deductible under section 23(a)(2). As in the case 
of a trust,®° the fact that the expense is a charge on corpus does not change 
it into a capital expense. 

A recent Tax Court decision, which casts doubt on the foregoing state- 
ments, seems plainly wrong. In Estate of Frank R. Hall® the executor 
held a claim for a debt owing to the estate. As partial collateral to secure 
payment of the debt, the executor also held policies of insurance on the 
life of the debtor. Substantial premiums were paid on these policies out 
of the estate, and the question was whether the payments were deductible 
on the estate’s income tax return. The Tax Court held that they were not 
deductible either as business expenses under section 23(a)(1)(A) or as 
non-business expenses under section 23(a) (2). 

The Court was undoubtedly correct as to the first point, but its position 
income to the estate directly (annual “dividends” being retained by the in- 
on the second point is surprising. Since the insurance policies did not yield 
surer and applied to the annual premiums) ,* the Court concluded that the 
premiums were not paid or incurred for the production or collection of 
estate income. This was hardly the fact, because the debt which the policies 
insured was paying interest to the estate at the annual rate of three per cent. 
The Court also concluded that the premiums were not paid for the man- 
agement, conservation, or maintenance of property held for the production 
of income, since their function was “to serve as an instrument in the col- 
lection of an asset of the estate’’ which would not constitute income to the 
estate when collected. The Court states that the expenditure was “akin to 
a capital expense,” and for this view it found support “in the Surrogate’s 


law, were thus allowed both as administration expenses on the estate tax returns involved 


and as business expenses on the income tax returns. 

64 1.T. 3830, 1946-2 Cum. Buti. 47; James H. Knox Trust, 4 T.C. 258 (1944) Acgq., 
1945 Cum. Buu. 4. See T.D. 5513, note 47 supra. 

65 James H. Knox Trust, note 64 supra. 

66 17 T.C. 20 (1951) (petition for review to the 2d Cir. has been withdrawn). 

67 O.D. 490, 2 Cum. Butt. 85 (1923). 
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order approving payment of the insurance premium expense out of prin- 
cipal. . . .” If this reasoning is correct, virtually no expenditure from es- 
tate principal would be deductible on the estate’s income tax returns, and 
the rationale of the Bingham case would be rendered virtually inapplicable 
to estates. The decision was reviewed by the Court, with four judges dis- 
senting. 

There are some administration expenses, on the other hand, which may 
not be deductible under section 23(a)(2). It has been held ** with refer- 
ence to the expenses of a gentleman’s farm that the “necessary expenses 
of administering an estate and of conserving the properties of the estate 
cannot be used as a cloak for expenses which are not for those purposes 
but rather for the quite different purpose of providing a country estate as 
a comfortable living place for the four individuals who are also executors.” 
This is an extreme case. There may, however, be similar expenses which 
can be taken as deductions under section 812(b) but not under section 23 
(a) (2). The Tax Court opinion containing the foregoing language casts 
doubt, for example, on an old ruling * involving a decedent who had oper- 
ated a farm as a hobby and not as a commercial enterprise. The executor 
was compelled to operate the property until it could be sold. It was held 
that the executor was entitled to deduct ordinary expenses incurred during 
the period of administration in operating the farm. However, in view of 
the Tax Court’s holding it might be safer to take such expenses as deduc- 
tions on the estate tax return."® The maintenance of the decedent’s resi. 
dence presents a similar borderline situation. It can probably be resolved 
in favor of the income tax deduction if the residence is put up for sale or 
rent, not if it is to pass to one of the beneficiaries.” 

There are other expenses, allowable on the estate tax return, as to which 
the full benefit of section 23(a)(2) is not available. Among them are 
federal stock transfer stamps,"* brokerage commissions, and other ex- 
penses of sale.** For income tax purposes expenditures of this sort must 
be offset against the purchase price.” 

On the other hand, there are occasional expenses, obviously deductible 
for income tax purposes, which will not qualify under section 812(b). 
These are likely to be of a business nature “rendered exclusively in carry- 


68 Estate of Mortimer B. Fuller, 9 T.C. 1069 (1947), aff'd, 171 F.2d 704 (2d Cir. 1948). 

69 A.R.R. 249, 3 Cum. Butt. 145 (1924). 

70 Where they are normally deductible. Estate of Fannie R. Brewer, P-H T.C. Mem. 
Dec. 41,574. 

71 Cf. William F. Markham Est., 2 TCM 244 (1943). 

72 Estate of Morton W. Reed, 8 TCM 303 (1949). 

73 Estate of Louis Sternberger, 18 T.C. 836 (1952). 

74 Cf. O.D. 632, 3 Cum. Butt. 204 (1921) ; I.T. 3806, 1946-2 Cum. Butt. 41. This as- 
sumes that the expenditures are not made in the course of business. Cf. Hirshon v. 
United States, 116 F.Supp. 135 (Ct.Cl. 1953), a debatable decision. 


tm RD Fe het 


le 
). 
y- 


1954] INCOME TAX PLANNING FOR EXECUTORS 293 


ing on the affairs of the estate as a business, rather than in preparing it 
for settlement and distribution, . . . .” ” Here one applies the same tests 
used in determining whether the period of administration is reasonable.” 
An executor may have to take over a going business and operate and con- 
serve it until such time as he can liquidate the same or turn it over to the 
beneficiaries. Ordinarily, however, it is not part of the executor’s adminis- 
trative duties to expand and develop the business or to carry it on any 
longer than necessary.” This illustrates the statutory rule that an expense 
otherwise deductible under section 812(b) will be disallowed if it is not a 
permissible charge against the estate under local law. Commissions based 
on income sometimes furnish another such example.”* 

The necessity for an election does not exist with respect to those ex- 
penses, interest, and taxes which the decedent could have deducted had 
he lived to pay them, and which are therefore deductible on the estate’s 
income tax return by reason of section 23(w) of the Code and its cross- 
reference to section 126(b).*° For estate tax purposes, these are not ad- 
ministration expenses at all but are claims against the estate and deductible 
accordingly.*° 

Finally, one should note that the executor’s choice whether to take the 
deduction on the estate tax or the income tax return is not controlled by 
tax considerations alone. This may be true particularly where the estate 
is to pass in trust, so that the interests of the income beneficiaries and the 
remaindermen are not the same. Under certain circumstances it is conceiv- 
able that an executor could be criticized, and possibly surcharged, for tak- 
ing his principal commissions on the estate’s income tax return, since such 
action could increase the income payable to the beneficiaries by depriving 
the remaindermen of a deduction for an amount paid out of corpus. 


ADMINISTRATION LOSSES 


Losses during administration. Non-compensated losses arising from 
fires, storms, shipwrecks, or other casualties, or from theft are deductible 
under the estate tax ** and income tax ® statutes alike. In language ante- 


75 See George W. Oldham, et al., Executors, 36 B.T.A. 523, 529 (1937). 

76 Note 166 infra and related text. 

77 See Stewart v. Comm’r, 196 F.2d 397 (5th Cir. 1952); Frederich v. Comm’r, 145 
F.2d 796 (5th Cir. 1944) ; Estate of W. G. Farrier, 15 T. C. 277 (1950). For expression 
of the rule under local law, see Chicago Title and Trust Co. v. Corp. of Fine Arts Bldg., 
288 Ill. 142, 123 N.E. 300 (1919); In re Bancroft’s Will, 196 Misc. 787, 93 N.Y.S.2d 
52 (Surr. Ct. Monroe Co, 1949). 

78 Compare Lewis v. Bowers, 19 F.Supp. 745 (S.D.N.Y. 1937) ; I.T. 3736, 1945 Cum. 
But. 102; and Estate of C. R. Hubbard, 41 B.T.A. 628 (1940). 

79 T.R.C. §162(e). 

807. R.C. §812(b) (3) ; see Reg. 105, Sec. 81.36. 

81T.R.C. §812(b). 

82 T.R.C. §23(e) (3). 
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dating the 1942 Act, the deduction is prohibited under one statutory pro- 
vision if taken under another.** The filing of a statement and waiver with 
the income tax return was originally not required. However, section 
162(e) of the Code as added by the 1942 Act * is broad enough to reach 
these losses as well as administration expenses. Accordingly, the required 
waiver and statement should be filed with respect to loss as well as expense 
items, where the executor elects to take them on the income tax return. 

There is no estate tax counterpart to the provisions of section 23(e) 
which allow an income tax deduction for uncompensated losses incurred 
in trade or business or in a transaction entered into for profit.** As to such 
losses, it is the general rule ** that they may be deducted on the fiduciary 
return in the same manner and to the same extent as they would be deduct- 
ible by an individual. The executor should remember, however, that nor- 
mally he can pass the benefit of the deduction along to the income benefi- 
ciaries only by accumulating sufficient estate income against which to offset 
the loss; thereafter in another tax year * the retained income can be dis- 
tributed “tax-paid” to the beneficiaries. 

As in the case of an individual, the losses of an estate are subjected, by 
section 23(g) of the Code, to the limitations of section 117. As the estate 
is brought toward the end of its period of administration, the executor 
may find that he has opportunities for offsetting capital gains and losses, 
sufficient time having elapsed for the appreciation or depreciation of estate 
assets with reference to the new basis acquired by reason of the decedent’s 
death.** In that event, for the reasons discussed infra under Capital gains 
and losses, the necessary sales or exchanges should almost always be made 
before the year in which administration is completed. 

Capital gains and losses. Capital losses can be deducted only on the es- 
tate’s return,*® and normally, pursuant to the will or under local law, are 
chargeable to principal.°° Local law, however, does not affect the deduc- 


83 See PAUL, op. cit. supra note 40, at 617; also Paut, Feperat Estate Anp Girt Taxa- 
TION (Supp. 1946) 617, n. 3. 

84 Note 48 supra. 

85 Cf. Reg. 105, Sec. 81.39. 

86 See KENNEDY, op. cit. supra note 1, at 248. 

87 In this connection, see brief discussion relative to the 65-day rule, infra pp. 303-304. 

88 When the executor files his federal estate tax return he may elect, under section 
811(j), to value the estate as of one year after the decedent’s death, in the case of assets 
still then on hand, and as of the disposition date in the case of assets distributed, sold, 
exchanged, or otherwise disposed of in the intervening 12-month period. As a practical 
matter, this is not entirely an estate tax election, for under section 113(a) (5), though 
there can be exceptions, the estate tax values become the income tax bases of the assets 
invoived. In a small estate where the assets have to be liquidated substantially, it may be 
less costly taxwise to pay a higher estate tax and eliminate or reduce the tax on capital 
gains. 

89 See Irma L. Harris, 5 T.C. 493 (1945). 

90 Irma L. Harris, supra note 89; see Anderson v. Wilson, 289 U.S. 20 (1933). 
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tion, and a tax benefit results provided sufficient offsetting income is re- 
tained. In the year when administration is completed, however, all of the 
estate’s income becomes payable, and hence taxable, to the beneficiaries of 
the estate under section 162(b) ; and it is now reasonably clear that capital 
gains as well as ordinary income are subject to this rule.** But it is not clear 
that the reference to the rule is to net capital gains. Conceivably, therefore, 
no tax benefit would be derived from capital losses sustained in the final 
year of administration. However, where the will ** or a court order * by 
reason of special facts requires that principal be kept intact and the losses 
of the estate be charged against income, the effect might be otherwise. In 
that event, by analogy to the rule applicable in the case of currently dis- 
tributable trust income, the losses would reduce the income, including 
gains, which would be payable and taxable to the income beneficiaries.™* 

It may be, therefore, that the executor should try to take capital gains 
and losses in a year prior to the end of administration. As stated supra, 
gains realized during the final year become payable, and thus taxable, as 
income to the recipient at that time, °° even though the gains are adjudged 
to be principal under local law. Prior to the last year of administration, 
however, local law controls. In New York an executor is prohibited from 
paying out capital gains as income to the residuary legatees of the estate,”° 
and an attempt to pay them out prior to the final year of administration 
would thus be ineffective for income tax purposes.*’ (In the absence of 
any specific prohibition in the will or local law, on the other hand, the 
weight of authority is to the effect that capital gains realized in the course 
of administration may be properly paid as income to residuary legatees 
and hence deducted from the income of the estate under section 162(c).)** 

An estate’s capital gain and loss problems are thus unique because re- 


91 T.R.C. §162(b) ; Carlisle v. Comm’r, 165 F.2d 645 (6th Cir. 1948). For an extended 
discussion of this problem, see Fillman, Upon the Termination of Trusts and Estates, 8 
Tax L. Rev. 317 (1953). 

92 Bisbee v. Fahs, 80 F.Supp. 929 (S.D.Fla. 1948) ; Nellie S. Alexander, 36 B.T.A. 929 
(1937) Acq., 1938-1 Cum. Butt. 1. 

93 Florence H. Thornton, 5 T.C. 1177 (1945) Acq., 1946-1 Cum. Butt. 4. 

94 Cf. Joseph Blake Koepfli, 11 T.C. 352 (1948). The fear that capital losses may not 
follow capital gains in the final year of administration may be suggested by the Tax 
Court’s opinion in Charles A. Neave, 17 T.C. 1237 (1952). 

95 See note 82 supra. 

96 Simon v. Hoey, 88 F.Supp. 754 (S.D.N.Y. 1949), aff’d per curiam, 180 F.2d 354 (2d 
Cir. 1950), cert. denied, 339 U.S. 966 (1950) ; Carter v. Hoey, 88 F.Supp. 765 (S.D.N.Y. 
1949), aff'd per curiam, 180 F.2d 353 (2d Cir. 1950), cert. denied, 339 U.S. 966 (1950). 

97 Td. 

98 G.C.M. 22034, 1940-1 Cum. Butt. 90; G.C.M. 17233, XV-2 Cum. Butt. 111 (1936) ; 
G.C.M. 4596, VII-2 Cum. But. 133 (1928). This rule is held to be applicable also to 
distributions made to a testamentary trustee. See G.C.M. 24749, 1945 Cum. But. 237. 
The capital gain retains its character in the hands of the distributee. Comm’r v. Hop- 
kinson, 126 F.2d 406 (2d Cir. 1942). 
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An additional reason for making the election and filing the bond is that 
the resulting shift of taxable income from the decedent’s final return to 
the estate or its beneficiaries apparently qualifies the income under section 
126(a) and creates an income tax deduction under section 126(b) for the 
estate tax attributable to the installment obligation. Possibly, however, the 
election also eliminates a claim against the estate for estate tax purposes. 
If so, a remainderman under the will might have cause to complain of the 
election. 

Alertness in analyzing the decedent’s affairs may suggest other minor 
opportunities for tax savings. Section 112(f£) of the Code provides an op- 
tion to postpone recognition of gains (or losses) arising from fire, theft, 
condemnation, or other involuntary conversion, if there is timely reinvest- 
ment in a prescribed manner. Sometimes an executor will find himself 
called on to reinvest the proceeds of a condemnation award recovered by 
a decedent shortly before his death. If so, according to a recent appellate 
decision,””® he can step into the shoes of the decedent, make the election, 
and obtain the benefits of section 112(f) for the decedent by complying 
with its provisions to ibe extent that the decedent would have been re- 
quired to comply. In earlier cases,’*® which reach a different result, the 
representatives of the decedents invoived failed to meet the formal require- 
ments of the section. The estate will obviously benefit from making this 
election where gain is involved, since the replacement property will acquire 
a new and presumably higher basis equa! to the amount of the condem- 
nation award.""* Lack of reinvestment authority under the will or local 
law, on the other hand, would presumably foreclose this election. 

Finally, the executor has a special opportunity for planning where the 
assets which come into his hands consist substantially of the stock of a 
closely-held corporation. Generally, in such a situation the problem of 
financing death duties is acute. The market for the stock is usually limited, 
and prior to enactment of the Revenue Act of 1950 section 115(g) of the 
Code frequently presented an insurmountable barrier to acquisition by the 
corporation itself, since the redemption of the stock would usually be re- 


questions: Do the installment payments qualify as section 126(a)(1) income where the 
bond is filed? If so, since then the estate tax deduction under section 126(c) (1) is avail- 
able, is it lost if the executor defaults or permits a default on his bond? Kennedy also 
notes that it has never been expressly decided whether the untaxed gain on the install- 
ment obligations of the decedent transmitted by death will wholly escape taxation if the 
recipient of the right to collect the unpaid installments is a charitable or other exempt 
organization. 

115 Isaac Goodman Estate v. Comm’r, 199 F.2d 895 (3d Cir. 1952); see Note, 53 Cot. 
L. Rev. 563 (1953). 

116 Estate of Jacob Resler, 17 T.C. 1085 (1952); Estate of George Herder, 36 B.T.A. 
934 (1937), aff'd, 106 F.2d 153 (App. D.C. 1939), cert. denied, 308 U.S. 617 (1939). 

117 T.R.C. §113(a) (5). 
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garded as essentially equivalent to the distribution of a taxable dividend. 
In recognition of this problem, the 1950 Act ** permitted a decedent’s 
estate to turn in a portion of its stockholdings for redemption without fear 
of this result, provided the stock was worth more than 50 per cent of the 
value of the net estate. The 1951 Act *”° substituted 35 per cent of the 
value of the gross estate for the 50 per cent limitation. 

Advantage can be taken of this freedom from a dividend tax even where 
the redemption proceeds are not needed and are in fact not used for pay- 
ment of the death duties imposed on the estate. This is possible because 
the statute is drawn with reference not to the redemption proceeds used 
or needed for payment but for “such part of any amount” of those pro- 
ceeds “as is not in excess of the estate, inheritance, legacy, and succession 
taxes (including any interest collected as a part of such taxes) imposed 
because of such decedent’s death: . . . .”?** The way is thus opened for 
the estate to take out the equivalent of a dividend tax free, and for that 
purpose alone, contrary though it may be to the purpose of the statute. 
Moreover, the statute is so broadly drawn that it applies to the redemption 
of stock of a beneficiary to whom an executor has distributed the stock 
pursuant to the terms of the will.**? This immunity applies, in effect, only 
to distributions made not later than three years and ninety days after the 
due date of the estate tax return.*** 

Where the estate has working control of the corporation involved, the 
executor will have to examine the affairs of both the estate and the cor- 
poration before deciding whether and when to carry out redemption of the 
stock. From the estate’s point of view, he should bear in mind that the 
price of stock redeemed in the first twelve months will fix the estate tax 
value of the stock (if it is a fair price) where the 12-month optional valua- 
tion date is elected on the estate tax return.*** With regard to the corpora- 
tion, he may find that a real liquidation of corporate assets is necessary in 
order to raise the necessary sum. In that event, consideration should be 
given to a distribution of low-basis assets to the estate to be sold by and 
for the executor’s account. The language of the statute granting such ex- 
emption from dividend tax necessarily applies to distributions in kind as 
well as in cash. The corporation realizes no gain or loss by reason of the 


118 See Sen. Rep. No. 2375, 81st Cong., 2d Sess. 54 (1950). 

119 Revenue Act of 1950, Sec. 209, adding I.R.C. §115(g) (3). 

120 Revenue Act of 1951, Sec. 320(a), applicable to taxable years ending on or after 
Nov. 20, 1951 and only to amounts distributed on or after such date. 

121 T.R.C. §115(g) (3). 

122 Reg. 118, Sec. 39.115-9(c). 

123 Jd. 

124 T.R.C. §§113(a) (5) and 811(j). 
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distribution,?** and under the Cumberland Public Service case**® and a 


recent decision in the Eighth Circuit Court,’” it is entirely possible for the 
executor to carry out the sale of the assets without the sale being imputed 
to the corporation. 

Charitable distributions. It is evident that most of the opportunities for 
tax planning, discussed supra, must be examined in the light of the pos- 
sible desirability of distributing income and principal to the legatees and 
other beneficiaries of the estate. In the case of charitable distributions, 
however, the executor’s choice is not very broad, since he is pretty much 
limited by the terms of the will. 

This is not the place for a full discussion of the problem raised by sec- 
tion 162(a), which makes available to estates and trusts a charitable de- 
duction in lieu of that furnished to individuals by section 23(0). For the 
purposes of this article, it is sufficient to note that the deduction is avail- 
able (1) only with respect to taxable income *** which (2) pursuant to the 
terms of the will or deed creating the trust **® (3) is paid, or is perma- 
nently set aside, or is to be used exclusively, for the appropriate exempt 
purposes,**° 

The key phrase is “pursuant to the terms of the will. . . .” In fact, the 
action of the executor with respect to such taxable income normally has 
nothing to do with making the deduction under section 162(a) available. 
If the will requires the executor to use income exclusively for exempt pur- 
poses in the manner of a charitable foundation or fund, then that income 
is automatically deductible, regardless of what the executor does with it; 
the executor is under a fiduciary duty to follow a course of conduct which 
of itself meets the terms of the income tax statute. Where the income is to 
be distributed to charitable and other tax-exempt entities, those entities au- 
tomatically become entitled to the income pursuant to the terms of the will; 
it is permanently set aside for them without need for action on the part of 
the executor. In the ordinary case neither payment in fact nor a book entry 
is thus a prerequisite to deduction by the estate.*** The executor does not 
seriously endanger the deduction by using the income, to the extent allowed 


125 Reg. 118, Sec. 39.22(a)-20; General Utilities & Operating Co. v. Helvering, 296 
U. S. 200 (1936) ; Lencard Corporation, 47 B.T.A. 58 (1942) Acq., 1942-2 Cum. Butt. 12. 

126 United States v. Cumberland Public Service Company, 338 U.S. 451 (1950). 

127 St. Louis Union Trust Company v. Finnegan, 197 F.2d 565 (8th Cir. 1952). How- 
ever, it should be noted that this case involved full rather than partial liquidation. 

128 The statutory term is “gross income.” 

129 T.R.C. §162(a). 

130 Jd. 

131 Bowers v. Slocum, 20 F.2d 350 (2d Cir. 1927); Comm’r v. Citizens & Southern 
National Bank, 147 F.2d 977 (Sth Cir. 1945) ; Lydia Hopkins, 13 T.C. 952 (1949) Acq., 
1950-1 Cum. Butx. 3; G.C.M. 10423, XI-2 Cum. Butt. 127 (1932). 
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by local law, in order to defray other and more pressing charges against 
the estate.” 

Of course, the terms of the will may be such as to make actual payments 
to charity desirable in order to obtain also the advantage of deduction 
under the income tax statute. For example, a will might establish a resid- 
uary trust, with discretion in the trustee to make distributions out of in- 
come and corpus to private beneficiaries on the one hand and charitable en- 
tities on the other. The estate, prior to distribution of the residue, would 
not be entitled to deduction under section 162(a) without specific action 
by the executor.*** However, under the Old Colony Trust case *** the de- 
duction would be available for income, though accumulated in prior years, 
if actually paid out. The executor could thus time his charitable distribu- 
tions for maximum tax effect. He might, indeed, even consider the pos- 
sibility of paying out all current income of a particular year to charity, 
thereby characterizing his payments to taxable beneficiaries as corpus. 
This might be particularly desirable if capital gains were involved. On the 
other hand, in setting up such a plan, the executor should assume that the 
Commissioner will endeavor to attack it.*** 

In most cases the terms of the will or local law make action by the execu- 
tor ineffective. This was illustrated recently by the Tax Court and the 
Ninth Circuit Court in the Huesman case.%** The deductibility of a cash 
payment made to a five per cent charitable residuary legatee was involved. 
The legacy was partially satisfied by a distribution of cash income earned 
by the decedent and taxable to the estate under section 126. The Tax Court 
held that the income became corpus under local law and was, therefore, not 
deductible when paid out. The broad implication of the holding was that 
no section 126 income can ever be deductible under section 162. The Cir- 
cuit Court did not find it necessary to go so far but reached the same result 
on the ground that the charitable recipient was a legatee of corpus only, so 
that no income was set aside for it “pursuant to the terms of the will.” ** 

Income distributions. As stated, an estate is primarily a device for dis- 
tributing the property of the decedent and its resulting income in accord- 
ance with the decedent’s wishes, but the timing of distribution is largely 


182 Comm’r v. Citizens & Southern National Bank, supra note 131. 

138 Merchants National Bank of Boston v. Comm’r, 320 U.S. 256 (1943). 

134 Qld Colony Trust Co. v. Comm’r, 301 U.S. 379 (1937). 

185 See KENNEDY, FEDERAL INCOME TAXATION OF TRUSTS AND Estates, 1953 SuPPLE- 
MENT 23, for a discussion of the problem. 

186 Estate of Ralph R. Huesman, 16 T.C. 656 (1951), aff'd, 198 F.2d 133 (9th Cir. 
1952). 

187 Tt should be noted that under either theory a payment of section 126 income to a 
non-charitable distributee will also not be deductible by the estate under section 162(c). 
The Tax Court has so held in Rose J. Linde, 17 T.C. 584 (1951). 
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in the executor’s hands. It is this fact, of course, which furnishes the 
greatest opportunity and the greatest need for tax planning on the ex- 
ecutor’s part. 

The basic rules for the deduction of the trust and estate income distri- 
butions are found in section 162(b) and (c) of the Code. The former 
subsection applies to income which “is to be distributed currently” to the 
beneficiaries, whether distributed to them or not and, generally speaking, 
is applicable to the income of trusts rather than estates. Estate income 
rarely has “to be distributed currently.” Thus, even though beneficiaries 
of the residue may be entitled to the income earned during administration, 
as is the case in New York,’** the executor has broad discretion as to the 
time and manner of payment. Unless the executor takes some affirmative 
action with respect to the estate’s income, it remains taxable to the estate 
and non-taxable to the ultimate beneficiaries.*” 

Section 162(c) applies specifically to the “income received by estates 
of deceased persons during the period of administration or settlement.” 
That income is deductible by the estate (and taxable to the heir, legatee, 
or other beneficiary) to the extent that it is “properly paid or credited” 
by the executor during or as of the taxable year. In deciding to take ad- 
vantage of this provision, experience indicates the advisability of making 
actual payments, leaving the meaning of the word “credited” for litigation 
by other taxpayers. Unlike the statutory setting aside of income for char- 
ity under section 162(a), the necessary crediting does not take place under 
section 162(c) simply by operation of the terms of the will or local law.**° 
A mere book entry is not enough; the entry must be “beyond recall.” 
Probably, in addition, the cash must actually be held on hand for distribu- 
tion and the beneficiary advised of its existence.*** In other words, if the 
executor does not pay out the income, he must in effect have an account 
stated for that income between himself and the persons entitled thereto.’ 


138 REAL Property Law §§16-3, 17-6; Decepent Estate Law §146. 

139 Estate of Isadore Zellerbach, 9 T.C. 89 (1947), aff’d, 169 F.2d 275 (9th Cir. 1948), 
cert. denied, 335 U.S. 903. Of course, section 162(b) can be made applicable by the 
terms of the will itself, or might become applicable where, as in the case of a will con- 
test, the probate court directs periodic payments of income to specific beneficiaries. Pru- 
dence Miller Trust, 7 T.C. 1245 (1946). 

140 Cf, Estate of Andrew J. Igoe, 6 T.C. 639 (1946) Acq., 1946-2 Cum. Butt. 3; 
Estate of Peter Anthony Bruner, 3 T.C. 1051 (1944). 

141 Comm’r v. Stearns, 65 F.2d 371 (2d Cir. 1933). 

142 Estate of Andrew J. Igoe, note 140 supra; cf. Estate of C. R. Hubbard, 41 B.T.A. 
628 (1940). 

143 This works both ways. Barring an unreasonable prolongation of the administration 
period, the Commissioner cannot shift the tax on unpaid or uncredited estate income to 
the beneficiary even though there may be a close family relationship. The rationale of 
Helvering v. Clifford, 309 U.S. 331 (1940), does not apply. Estate of Robert W. Har- 
wood, 46 B.T.A. 750 (1942) Acq., 1942-2 Cum. Butt. 9; Jean E. L. Ryan, 15 T.C. 209 
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It will be noted that section 162(c) applies only if income is “properly” 
paid or credited. Hence, for tax purposes, as well as for purposes of his 
accounting, the executor is controlled by the provisions of the will and 
by local law. An erroneous distribution, ¢.g., of capital gains required 
under the will to be reinvested, remains taxable to the estate *** and is not 
taxable to the recipient.**” It has been held that a beneficiary is entitled to 
a tax refund if he returned income which was erroneously distributed to 
him instead of being accumulated.*** Presumably, in view of the statutory 
requirement that the distribution be “properly” made, the “claim of right” 
doctrine does not apply in this situation.*** Nevertheless, since an erro- 
neous distribution is generally made simply because of a misunderstanding 
of the law, the beneficiary would be entitled to the distribution under a 
claim of right. Perhaps, therefore, despite the language of the statute, the 
courts today would require that the mistake be corrected not on the origi- 
nal returns of the estate and beneficiary but on the returns for the year in 
which the erroneous distribution is restored to the estate. The estate then 
would have income and the beneficiary a deduction.*** 

Because of a rule contained in section 162(d)(3) of the Code, the ex- 
ecutor has 65 days from the end of the estate’s taxable year within which 
to distribute the year’s income so as to shift the tax to the beneficiary. If 
the distribution is made within this period, it is “considered” to have taken 
place on the last day of the preceding taxable year. The last twelve months 
of income are affected, and the payment is considered to be made from the 
income most recently accumulated.**® While there is no intention to dis- 
cuss here the intricacies of the rule, generally speaking it means that the 
executor can accumulate a year’s income, take a deep breath, and either dis- 
tribute it as of the year in which earned or accumulate it for distribution 
“tax-paid” at a time more than 65 days later. Where distribution is made 
after the end of the 65-day period, section 162(d)(2) provides that it 
shall be considered a distribution of the estate’s income for the year in 


(1950) Acq., 1951-1 Cum. Butt. 3. Nor does the doctrine of constructive receipt apply. 
Samuel B. Knight, 6 T.C. 90 (1946) ; the statutory word “credited” makes application of 
the doctrine unnecessary. Cf. Weil v. Comm’r, 173 F.2d 805 (2d Cir. 1949), cert. denied, 
337 U.S. 918, dealing with application of the doctrine to the payment of executor’s 
commissions. 

144 Moulton Green, Trustee, 24 B.T.A. 1121 (1931) ; Harriet M. Bryant Trust, 11 T.C. 
374 (1948) Acq., 1949-1 Cum. Butt. 1. 

145 De Vilbiss v. United States, 41-2 U.S.T.C. 9552 (N.D.Ohio, 1941) ; Ford v. Nants, 
25 F.2d 1015 (N.D.Ohio, 1928). 

146 Jd. 

147 See North American Oil Consolidated v. Burnet, 286 U.S. 417 (1932); United 
States v. Lewis, 340 U.S. 590 (1951). 

148 See United States v. Lewis, note 147 supra; cf. Estate of Andrew J. Igoe, note 140 
supra, 

149 Reg, 118, Sec. 39.162-2. 
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which the distribution takes place, while under section 162(d) (4) the bene- 
ficiary cannot be taxed on more than the actual income for the latter year. 

The meaning of these rules can be illustrated by a simple example. In 
1952, the first year of administration, the estate has net income of $10,000. 
If the executor accumulates this amount, making no distribution in the 
first 65 days of 1953, he will report the income on the estate’s 1952 return. 
The estate is wound up in August, 1953, after earning $5,000 of net in- 
come in the latter year. The accumulated 1952 income of $10,000 (less the 
estate’s tax) and the 1953 income of $5,000 are forthwith distributed to 
the residuary legatee. He pays tax on the $5,000 only, and the estate’s final 
return shows no tax due. 

Corpus distributions. During the period of administration an executor 
frequently wishes to make a distribution out of principal but not out of 
income, particularly in the case of a widow or other members of a family 
who are the residuary legatees. 

Prior to the Revenue Act of 1942 no problem existed. There was an 
unrestricted rule that corpus could be distributed tax free while income 
was being accumulated. To correct abuses **° under this rule, section 162 
(d) (1) was added to the Code in order to characterize such distributions 
as income “except under a gift, bequest, devise, or inheritance not to be 
paid, credited, or distributed at intervals... .”** Only annuities and 
other periodic distributions are thus affected. 

Because of failure to observe or rely on the foregoing exception, a good 
many executors evidently proceed on the assumption that they can make no 
cash distributions to residuary legatees, where income is on hand, without 
having those distributions taxed as income to the recipient. They distin- 
guish this situation from partial payment of a lump-sum pecuniary bequest. 
This may stem from the language of the Regulations,’ which simply state 
that a “lump-sum gift or bequest” is not subject to the operation of section 
162(d)(1). The Regulation, however, is drawn from the report of the 
Senate Finance Committee.“ The report speaks of the exception in terms 
of a gift or bequest “intended to be paid in a lump sum or at one time,” 
and states that the exception applies “even though the executor may for 
reasons of convenience or necessity arrange to pay such amount in install- 
ments or pay it out of funds traceable as the income of property.” In other 
words, the exception applies to distributions of principal made on account 
to residuary legatees. 


150 See Burnet v. Whitehouse, 283 U.S. 148 (1931) and Helvering v. Pardee, 290 U.S. 
365 (1933), which held that annuities payable out of either income or corpus are non- 
taxable though in fact paid out of income. 

151 Emphasis supplied. 

152 Reg. 118, Sec. 39.162-2(a). 

158 Sen. Rep, No. 1631, 77th Cong., 2d Sess. 71 (1942). 
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The foregoing interpretation of the exception under section 162(d) (1) 
has been adopted by the Tax Court.*** It appears that actual segregation of 
principal cash and income cash is unnecessary for the exception to apply. 
However, there must be enough principal cash on hand—and this normally 
includes capital gains—and income cannot be turned into principal by a 
bookkeeping entry or even a probate decree. It has been held, for example, 
that partnership profits paid to a residuary trustee as principal and char- 
acterized as such in the accounting, nevertheless remain income for tax 
purposes, deductible by the estate and taxable to the trust under section 
162(c).**5 

It is doubtless still true, as it was under the pre-1942 law, that a lump- 
sum legacy or bequest (unless by its terms it is one of income) can be satis- 
fied out of income cash even where principal cash is not available. The 
Commissioner adopted this position at an early date,’ and the provision 
of the post-1942 Regulations, referred to above, affirms this position. Simi- 
larly, the pre-1942 rule with respect to the payment of a widow’s allow- 
ance would still seem to be in effect, and probably even though the allow- 
ance is required to be paid on a periodic basis. Normally, the rule under 
local law is that the allowance is a charge against corpus only, and income, 
if it is paid out, must later be restored. The Commissioner has thus ruled 
that payment of the allowance does not result in a deduction for the estate 
nor tax against the widow though actually paid out of income.** The 
Board of Tax Appeals took the same position,*** and the Tax Court ap- 
parently is still in agreement.** The authorities, except for one inexpli- 
cable memorandum opinion,*® remain consistent on this point. 

In summary, the executor thus has very wide scope for both (a) accu- 
mulating income so that it may be distributed “tax-paid” when administra- 
tion is completed, and (b) making tax-free distributions out of principal 
in the meantime. This implies, of course, a judgement as to the permis- 
sible period of administration, because section 162(c), which grants the 
executor these opportunities, applies only “during the period of adminis- 
tration or settlement of the estates.” 


154 Estate of Isadore Zellerbach, 9 T.C. 89 (1947), aff’d, 169 F.2d 275 (9th Cir. 1948), 
cert. denied, 335 U.S. 903 (1948). 

155 Boston Safe Deposit & Trust Co. v. United States, 75 F.Supp. 884 (D.Mass., 1948). 
See also, Novelle Wiese, 9 TCM 343 (1950). 

156 SM. 3505, IV-1 Cum. Buti. 183 (1925). 

157 J.T. 3074, 1937-1 Cum. Butt. 153. 

158 Estate of Charles H. Franklin, 43 B.T.A. 612 (1941). 

159 See Kathryn Titus MacMurray, 16 T.C. 616 (1951) Acq., 1951-2 Cum. Butt. 3; 
Caroline T. Carson, 8 TCM 1100 (1949). 

160 Blanche M. Haines, 2 TCM 257 (1943). 
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It is clear enough that for tax purposes the period of administration 
continues until final distribution has been or could have been made, and 
that a delay in securing formal court approval of the distribution or in 
securing receipts and releases from the distributees should not lengthen 
the period.*** The reason for this is that there is then nothing further for 
the executor to do from the tax standpoint. 

The precise taxable year in which administration is completed is of 
specific importance because of the rule, discussed supra,*® that all estate 
income, including capital gains, becomes, under section 162(b), currently 
distributable in the year when administration is completed. The leading 
case ** dealing with the issue held that distribution ended the period of 
administration, and this is in accord with the Commissoner’s ruling ** 
with respect to the more general problem under section 162(c). 

Under section 162(c) the issue is simply whether the period of admin- 
istration still runs for the year involved. Only if it does, can income be 
accumulated that year and taxed to the estate rather than to the heir, lega- 
tee, or other beneficiary. The time under this section as well as under sec- 
tion 162(b) has run if final distribution has actually occurred, by an actual 
transfer, not a book entry. Where the executor is the sole beneficiary, the 
approval of a special bond is the equivalent of distribution.** This marks 
the outer limit of administration. 

On the other hand, administration and its resulting advantages to the 
estate cannot be unduly prolonged. According to the Regulations ** the 
period referred to in section 162(c) is the period required to perform the 
ordinary duties pertinent to administration, particularly the collection of 
assets and the payment of debts and legacies. This means “the time ac- 
tually required for this purpose, whether longer or shorter than the period 
specified in the local statute for the settlement of estates.” The Com- 
missioner has successfully applied this Regulation, treating the estate as 
though administration had actually been completed in a prior year, where 
it appears that administration was prolonged beyond the period “actually 
required.” *°* 

The income tax affairs of an estate cannot be planned properly therefore 
without a preliminary estimate of a reasonable period of administation and 


161 Fijlman, Upon the Termination of Trust and Estates, 8 Tax L. Rev. 317, 320 (1953). 
162 Supra p. 295. 

163 Carlisle v. Comm’r, note 91 supra. 

164 ].T. 3556, 1942-1 Cum. But. 130. 

165 ].T, 2925, XIV-2 Cum. Butt. 148 (1935). 

166 Reg. 118, Sec. 39.162-1(c). 

167 Chick v. Comm’r, 166 F.2d 337 (1st Cir. 1948). 
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an appraisal of the Commissioner’s reaction to the facts. In a large num- 
ber of estates an administration period of not more than two years is 
generally thought possible. Among the traditional factors which keep an 
estate open are completion of litigation in connection with claims ** and 
the conversion of unmarketable assets into cash for the payment of claims, 
debts, and legacies.**° The Commissioner will usually agree to the estate’s 
being kept open until the federal estate tax proceeding has been settled. In- 
deed, this may be the major problem of administration.’ Higher rates 
and increasing complexities in the law have also made settlement of the 
income tax liabilities of the decedent and of the estate an increasingly dif- 
ficult problem, and the Commissioner has always agreed that the period 
of administration be kept open until this is settled.” 

Sometimes an executor’s chief administration problem is to put the af- 
fairs of the decedent’s business in order and to liquidate it or turn it over 
to the beneficiaries of the estate. The Commissioner will look at the execu- 
tor’s conduct of such a business for even a year with a jaundiced eye. It is 
not considered a function of administration to develop the business *” or, 
indeed, to conduct it any longer than necessary.’** There is more liberal 
authority in circumstances where continuation of the business is required 
by court order.*** A direction in the decedent’s will or in his partnership 
agreement that the executor should continue the business for a specified 
time is not alone sufficient to fix the allowable period.*” 

Executors and their attorneys are traditionally dilatory, but the Com- 
missioner may lose his patience before the creditors or legatees.*** If the 
executor is also the sole legatee or trustee of the residue, the Commis- 
sioner has an additional reason to close the administration period. On the 
other hand, such an executor should not allow himself to be unduly intimi- 
dated. It has been held by the Tax Court, and the Commissioner has 
agreed, that he is entitled to as much time as he would have if he were not 
the sole distributee.*”” 


168 Ida Stephenson, 33 B.T.A. 252 (1935) Acq., XIV-2 Cum. Butt. 21 (1935) (two 
years); James P. Luby Est., 2 TCM 544 (1943) (seven years); J. H. Anderson, 30 
B.T.A. 1275 (1934) (five years). 

169 Helen R. King, 3 TCM 11 (1944) (six years). 

170 See Marie B. Hirsch, 9 T.C. 896 (1947) Acq., 1948-1 Cum. Butt. 2 (three years). 

171 G.C.M. 6906, VII-2 Cum. Butt. 205 (1928); S.M. 3505, IV-1 Cum. Butt. 183 
(1925). 

172 Estate of W. G. Farrier, 15 T.C. 277 (1950). See notes 77 and 78 supra. 

173 Stewart v. Comm’r, 196 F.2d 397 (Sth Cir. 1952). 

174 Frederich v. Comm’r, 145 F.2d 796 (5th Cir. 1944); S.M. 1709, III-1 Cum. Butt. 
218 (1924). 

175 Stewart v. Comm’r, note 173 supra. 

176 Cf. Alma Williams, 16 T.C. 893 (1951); Estate of W. G. Farrier, note 172 supra. 

177 Caro du Bignon Alston, 8 T.C. 525 (1947) Acq., 1947-1 Cum. Butt. 1. 
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It is evident that the present statutory scheme for the taxation of estates 
leaves a good deal to be desired. It is unrealistic to require executors to 
examine their fiduciary duties in the light of federal tax rules and the in- 
come tax situation of the beneficiaries. The sounder policy would be to 
treat the estate as though the decedent had remained alive during the pe- 
riod of administration. In such event, the estate would be a true taxable 
entity ; there would be no deduction for distributions to beneficiaries ; and 
there would be no tax to the beneficiaries on the distributions received. 

The Tax Project of the American Law Institute *"* is apparently sug- 
gesting the adoption of a standard rule for estates somewhat in the nature 
of the foregoing. However, in recognition of certain practical problems, 
it is proposed that the executor may elect to have the estate treated as a 
trust and thereby subjected to rules not fundamentally different from those 
which presently apply. Since the election will not be revocable except with 
the consent of the Treasury and will apply to returns filed with the election 
or thereafter, the executor, if the proposal is adopted, will be faced with 
increased responsibility. Such eventuality should make articles of this kind 
proliferate indeed. 

178 Holland, Kennedy, Surrey, and Warren, A Proposed Revision of the Federal In- 


come Tax Treatment of Trusts and Estates—American Law Institute Draft, 53 Cow. L. 
Rev. 316 (1953). 
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Sale Of A Sole Proprietorship—An 
Irrationale In Three Parts 


JOSEPH HAWLEY MURPHY 


; told of taxpayers, like those told by idiots, are frequently fulsome 
and, as frequently, signify little. Lessons, however, may be drawn from 
some of them. By observing how even the best laid schemes go awry, we 
may at least learn what not to do. Lest all hope be lost, it should be pointed 
out that some plans occasionally succeed and, moreover, survive as a liv- 
ing pattern for current actions. Aaron F. Williams had such a plan. 


PROLOGUE 


Aaron F. Williams and Jacob Reynolds had for many years been en- 
gaged in the hardware business in the City of Corning, New York. On 
January 20, 1926 they formed a partnership, of which Aaron was entitled 
to two-thirds of the profits and Jacob one-third. They agreed that as of 
February 1, 1925 the capital invested in the business was $118,082.05, of 
which $89,053.02 was credited to Aaron, $29,029.03 to Jacob. Each busi- 
ness year of the partnership thereafter closed on January 31st, and on each 
February 1st Jacob paid Aaron interest upon the amount of the difference 
between Aaron’s share of the capital and one-third of the total capital. 
Upon withdrawal by one party, the other party was to have the privilege 
of buying out his interest as it appeared on the books. 

Partnership affairs continued normally through the firm’s fiscal year 
ending on January 31, 1940. Then on July 18th of that year death came to 
Jacob. Some disposition had to be made of the affairs of the company; 
Aaron agreed with Jacob’s executrix on September 6, 1940 to buy from 
the estate his deceased partner’s share. He promised to pay the executrix 
$12,187.90 and to assume all liabilities of this business. He paid $2,187.90 
on September 6, 1940 and $10,000.00 on the following October 10th. 
Aaron was now sole owner. 

Going it alone must have cast a pall on Aaron, or his health may not 
have been up to additional burdens. At any rate, on September 17, 1940 


he sold the business as a whole to the Corning Building Company. The 
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sales price was based on the value of the business on February 1, 1940— 
$63,926.28, plus an amount to be computed by multiplying the gross sales 
of the business from February 1, 1940 to September 28, 1940 by an agreed 
fraction which represented interim profits. A breakdown of the sales price 
in approximate figures showed: cash, $8,100; receivables, $7,000; fix- 
tures, $800 ; merchandise inventory, $49,000; and profit from February 1, 
1940 to September 28, 1940, $6,000. From this was subtracted about 
$1,000 in accounts payable. Aaron F. Williams suffered a loss upon his 
original investment in the business. He showed a slight gain upon the 
sale of the one-third interest purchased from the estate of his deceased 
partner. 
* * * 

Tax consequences of the transaction were, naturally enough, of no lit- 
tle concern to Aaron. Since 1921 capital gains, of varying degrees of long- 
term, had received preferential treatment under the provisions of the In- 
ternal Revenue Code. On the other hand, capital losses were not thus 
favored. In 1940, as now, only a percentage of long-term capital gain was 
considered income.’ Capital losses, however, were subject to rules of lim- 
ited deductibility, offset, and carry-over,’® while ordinary losses were fully 
deductible.’ 

Thus, what was or what was not a capital asset was important in 1940, 
as it is today. The transmutation of ordinary income into long-term capi- 
tal gain was a result devoutly to be wished ; its attempted achievement was 
a favorite pastime for the American taxpayer.* On the other hand, most 
citizens eschewed capital losses as Satan eschewed Holy Writ. Sustain- 
ing a loss, they hastened to claim its full deductibility. Capital losses ap- 
pealed not. Thus, characterization of the asset sold was the touchstone of 
endeavor. : 

The definition of a capital asset in 1940 was not greatly unlike its de- 
scription today absent a few recent ramifications. At that time the term 
included property held by the taxpayer, whether or not connected with his 
trade or business, but did not include stock in trade of the taxpayer, prop- 
erty of a kind which would properly be included in the inventory of the 
taxpayer if on hand at the close of the taxable year, property held by the 
taxpayer primarily for sale to customers in the ordinary course of trade 
or business, or property used in the trade or business of a character subject 
to the depreciation allowance.® So it is classified today.° 

1 Compare I.R.C. §117(b) as it first appeared in the Code in 1939 and as it now reads. 

2 Compare I.R.C. §§117(d) and 117 (e) as they first appeared in the Code in 1939 and 
as they now read. 

3 Compare 1.R.C. §23(e) as it first appeared in the Code in 1939 and as it now reads. 

4 See Blum, The Decline and Fall of Capital Gains: 1921-1957, 28 Taxes 838 (1950). 


5T.R.C. §117(a) (1), as added by Sec. 117(a)(1) of the Revenue Act of 1938. 
€T.R.C. §117(a) (1) (A) and (B). 
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It follows that Aaron F. Williams’ 1940 dilemma is still of current in- 
terest. He owned a business and sold it at a loss. In order to make the 
most of that loss, prudence dictated its characterization as an ordinary loss, 
deductible in full. And so Williams treated it. In computing his income 
tax for the year 1940, Aaron added the amount paid by him for Jacob 
Reynolds’ interest to his initial investment in the partnership, plus certain 
adjusted withdrawals made by Reynolds. From this he subtracted the total 
amount received from the Corning Building Company, leaving a net loss 
of slightly more than $17,000, which he deducted in full. 

The Commissioner did not see it that way, however ; he thought Aaron 
had sustained a capital loss. Taking issue with Aaron’s approach to the 
problem, the Commissioner computed Aaron’s two-thirds interest in the 
partnership as of February 1, 1940 and deducted two-thirds of the amount 
received on the sale. This left a deficit of over $18,059.61, to which was 
added a share of the profits between February 1, 1940 and the date of the 
sale, making the total well over $23,000. The Commissioner treated the 
amount as a capital loss, allowing fifty per cent thereof as a deduction. 
Simultaneously he computed a short-term gain of slightly over $2,300 on 
the sale of the interest purchased by Williams from the estate of his de- 
ceased partner. The result was a tax deficiency bill of $3,734.40 for Aaron 
F, Williams. 

Williams sued to recover the deficiency assessed against and paid by him. 
Collector McGowan resisted. And so Williams v. McGowan‘ came to pass. 
And with it came all of the vagaries of the sale of a sole proprietorship. 
But of that more later. Let us first ring up the curtain on some of its ante- 
cedents and peripheral companions, thus leading, in somewhat disorderly 
fashion, to the finale. 


Part I. ANTECEDENTS 


Tax practitioners in and out of the Government are too prone to con- 
sider that the whole is more than the sum of its parts. In passing upon 
the tax consequences of various business relationships, this type of think- 
ing has been responsible for importing undue complexity into matters 
which to the layman are the essence of simplicity itself. The disposition 
of a business interest is an illustration. 

The ordinary business consists of cash, accounts receivable, fixtures, in- 
ventory, and, perchance, good will. That is the crux of the matter to the 
businessman. If he owns the business himself—lock, stock and barrel— 
he is a sole proprietor. If he shares ownership with others, he is a member 
of a partnership. Either alone or with associates, he may interpose a ficti- 


7152 F.2d 570 (2d Cir. 1945), reversing Williams v. McGowan, 58 F.Supp. 692 
(W.D.N.Y. 1944). 








312 TAX LAW REVIEW [Vol. 9: 


tious veil between himself and his business and, perforce, become a cor- 
poration. Nonetheless, all he has—albeit the type of relationship he may 
choose for himself—is the cash, accounts receivable, fixtures, inventory, 
and, perchance, good will. 

For tax purposes, the form into which a taxpayer chooses to cast his 
business may be all-important when he comes to dispose of it. Sale of a 
corporate business is not pertinent to the present discussion. Suffice it to 
say that the sale of stock is ordinarily the sale of a capital asset,® although 
collapsible corporations,’ partial liquidations,*° and stock vis d vis asset 
sales ** make any such generalization hazardous, to say the least.’ How- 
ever, the entity concept is perhaps better preserved in the sales of corporate 
stock than elsewhere. Allusion should also be made at this point to the 
possibility that an unincorporated business might, under certain circum- 
stances, be treated as an association taxable as a corporation and thus 
secure entity characterization.** 

The partnership—limited or general—seems to be all things to all people. 
Statutorily defined as an association of two or more persons to carry on, 
as co-owners, a business for profit,** its treatment under the Uniform Part- 
nership Act makes a partner a co-owner with his partners of specific part- 
nership property.*> However, his interest in the partnership is his share of 
the profits and surplus, which is stated to be personal property.** 

The Code definition of partnership is useless as a frame of reference 
since it merely states what a partnership includes.** Nowhere does it tell 
us what a partnership is. And other provisions of the Code do no more 
than add to the confusion. Thus-a partnership is an entity to the extent 


8T.R.C. §117(a) (1); Reg. 118, Sec. 39.117-1. 

9T.R.C. §117(m). 

10T.R.C. §115(g); Screven, Taxable Income Resulting From Stock Redemptions, 4 
Ata. L. Rev. 44 (1951). 

11 Comm’r v. Court Holding Co., 324 U.S. 331 (1945); United States v. Cumberland 
Pub. Serv. Co., 338 U.S. 451 (1950) ; Cary, The Effect of Taxation on Selling Out a Cor- 
porate Business For Cash, 45 Int. L. Rev. 423 (1950). 

12 See Rice, Organization of Corporations: Tax and Non-Tax Considerations, 27 J. 
State B. Cat. 425 (1952) ; Gold, Shifting From Corporate to Unincorporated Business 
Form, 38 A.B.A.J. 516 (1952) ; Note, Tax Treatment of Corporate Divisions, 52 Cot. L. 
Rev. 408 (1952) ; Gold, Common Method of Selling Close Corporation Hit by District 
Court, 38 A.B.A.J. 955 (1952) ; Holzman, Spin-Offs, Split-Ups and Split-Offs, 5 Nar. 
Tax J. 277 (1952); Gold, Splitting a Corporate Business Between Stockholders, 39 
A.B.A.J. 602 (1953). 

18 See Schwartz, Trusts Taxed as Corporations, 91 Trusts & Estates 598 (1952); 
Note, Limited Partnership—Taxable as a Partnership or as a Corporation? 27 Wasu. L. 
Rev. 232 (1952). 

14 UnirorM PartTNersHIP Act, §6. 

15 Td. §25. 

16 Id. §26. 

17T.R.C. §3797(a) (2). 
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that it files returns, takes amortization, etc.* It is an aggregate to the ex- 
tent that the partners pay taxes *° and partnership receipts retain their part- 
nership character in the hands of the partners.** One can only charitably 
conclude that as far as tax statutes are concerned there is small consistency 
to be discerned and much clarification is needed.** 

The uncertain state of statute law left the determination of the exact 
nature of the partnership interest to regulatory and decisional interpreta- 
tion. Both the Treasury and the courts mirrored the confusion left in the 
wake of the statute. In essence, the problem was whether the partnership 
was an entity, above and beyond its component parts, or a jural aggregate, 
reducible to its segments.” If an entity, the disposition of a partnership in- 
terest would be a capital transaction; if a jural aggregate, the interest dis- 
posed of must be comminuted into its component parts and each part 
tested against the Code definition of a capital asset. 

Early decisions spent little time with the problem. The partnership was 
considered an entity and gain on the disposition of his interest was con- 
sidered capital.** The Supreme Court gave this approach its implied bless- 
ing with a holding that the interest of a Connecticut decedent in a New 
York limited partnership was a chose in action with a taxable situs in Con- 
necticut.** Although the Commissioner had acquiesced in one of the first 
Board decisions,”® he did an about-face in 1930 with the somewhat incon- 
gruous G.C.M. 10092.*° This ruling rejected the entity approach in its 
entirety, treating a partnership as a mere elongation of the individual own- 
ership. He should simultaneously have girded himself for a losing battle. 

The attempt to hoid the line on the principles enunciated in G.C.M. 
10092 was, perhaps, one of the most futile efforts in the field of tax litiga- 
tion. One can almost visualize a Government attorney, assigned the task 
of defending the partnership aggregate theory in a particular case, crying 
“Hold your hats, boys, here we go again.”’ Case after case held that the 
sale of a partnership interest was the sale of a capital asset.** The courts 


18T.R.C. §§183, 187, 188, 190. 

19 T.R.C. §181. 

20T.R.C. §182. 

21 Lirrte, FEDERAL INCOME TAXATION OF PARTNERSHIPS (lst ed. 1952). 

22 Rabkin and Johnson, The Partnerships Under the Federal Tax Laws, 55 Harv. L. 
Rev. 909 (1942) ; Note, Theory of the Tax Treatment of the Sale of a Partnership Inter- 
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23 Henry F. McCreery, 4 B.T.A. 967 (1926) ; Henry Wilson, 16 B.T.A. 1280 (1929). 
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applied similar reasoning to cases involving the disposition of interests in 
joint ventures which were not, strictly speaking, partnerships.” 

The Treasury, however, batted slightly better than zero. It convinced 
the Court of Claims that the partnership was not an entity,”* and it won 
a partial victory on that score in a somewhat confused case in the Tax 
Court.*° Oddly enough, the Treasury noted its acquiescence in one case 
holding that a partnership was a juristic entity.** One sometimes wonders 
if the Commissioner really knew what his position was.** 

The impressive array of decisions lined up against the Commissioner’s 
position as expounded in G.C.M. 10092—and perhaps the denial of peti- 
tions for writs of certiorari in four significant cases **—resulted in a par- 
tial yielding up of the administrative ghost. G.C.M. 26379 ** revoked 
G.C.M. 10092, pointing out that due to the overwhelming weight of au- 
thority the sale of a partnership should be treated as the sale of a capital 
asset under section 117 of the Code. It warned that the ruling was limited 
to transactions which were sales in substance and not merely in form, and 
that payments to a retiring partner representing earnings would not re- 
ceive capital gains treatment. 

What the Treasury meant in G.C.M. 26379 when it discussed payment 
to retiring partners is somewhat conjectural. It probably relied upon ear- 
lier cases, which refused to give capital gains recognition to that portion of 
a retiring or withdrawing partner’s receipts representing uncollected fees 
or future earnings.** If that is the case, the Commissioner is probably on 
fairly sound ground, as evidenced by recent judicial blessings accorded 


Stilgenbaur v. United States, 115 F.2d 283 (9th Cir. 1940) ; McClellan v. Comm’r, 117 
F.2d 988 (2d Cir. 1941); Kessler v. United States, 124 F.2d 152 (3d Cir. 1941); 
Comm’r v. Shapiro, 125 F.2d 532 (6th Cir. 1942); Thornley v. Comm’r, 147 F.2d 416 
(3d Cir. 1945); Robert E. Ford, 6 T.C. 499 (1946); Comm’r v. Lehman, 165 F.2d 383 
(2d Cir. 1948), cert. denied, 334 U.S. 819; Comm’r v. Gartling, 173 F.2d 73 (9th Cir. 
1948) ; Comm’r v. Smith, 173 F.2d 470 (5th Cir. 1949), cert. denied, 338 U.S. 818; Merrill 
v. Comm’r, 173 F.2d 310 (2d Cir. 1949); Estate of Joseph Nitto, 13 T.C. 858 (1949), 
appeal dismissed, 7th Cir. (July 21, 1950) ; Long v. Comm’r, 173 F.2d 471 (Sth Cir. 1949), 
cert. denied, 338 U.S. 818; United States v. Shapiro, 178 F.2d 459 (8th Cir. 1949). 

28 Henry V. B. Smith, 5 T.C. 323 (1945); United States v. Landreth, 164 F.2d 340 
(Sth Cir. 1947). 

29 City Bank Farmers Trust Co. v. United States, 47 F.Supp. 105 (Ct.Cl. 1942). 

30D. S. Leick, 7 TCM 18 (1948). 

31 Robert E. Ford, supra note 27. 

82 E.g., Brookes, The Strange Nature of the Partnership Under the Income Tax Law, 
5 Tax L. Rev. 35 (1949). 

33 Helvering v. Walbridge, Comm’r v. Lehman, Comm’r v. Smith, and Long v. Comm’r, 
all cited in note 27 supra. 

34 1950-1 Cum. Butt. 58. 

35 Helvering v. Smith, 90 F.2d 590 (2d Cir. 1937) ; Doyle v. Comm’r, 102 F.2d 86 (4th 
Cir. 1939); James Wesley McAfee, 9 T.C. 720 (1947). 
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him.*® However, if by this statement the Commissioner meant to delve 
into the elements going into the sales price of a partner’s interest, segregate 
that portion representing future earning potential, and treat it as ordinary 
income, he is probably destined for failure. He tried exactly that approach 
in Swiren v. Commissioner,*’ got the Tax Court to accept his position, only 
to find it reversed on appeal, with the Seventh Circuit Court stating that 
the interest as a whole is a capital asset. The Commissioner appears to 
have lost the Tax Court since Swiren ** and to have had the Swiren posi- 
tion sustained by the Ninth Circuit Court.*® Indeed, courts seem ready to 
treat the whole “ball of wax” as a capital asset.*° 

Conflict over the partnership-entity concept has created a somewhat 
anomalous situation in two fields. For a time, the Treasury unsuccessfully 
resisted attempts by taxpayers to apply section 107 to partnership earnings 
covering a period of thirty-six months or more although the taxpayers 
themselves had not been members of the firm that long.** In G.C.M. 
26993 ** the Treasury yielded on this score. The Commissioner had long, 
and this time successfully, contended that when a partner sold out to his 
other partners at a loss, section 24(b) (1) (A) prohibited deduction of the 
loss. Earlier cases based their decisions on the theory that the partnership 
was not an entity.** More current reasoning skips over the entity-aggre- 
gate approach and bases the result on tax avoidance.** This decision prob- 
ably accounts for the Treasury’s form versus substance distinction in 
G.C.M. 26739. 

The partnership cases justify the detailed consideration given them only 
because of their significance in the development of the concept of the en- 
tity approach to the partnership business and hence the capital-asset treat- 
ment on the disposition of such a business. The query naturally arises as 
to why this concept could not and should not be applied to the sale of a 
sole proprietorship. Of course, the English common law admits of differ- 
ences between the two which the Uniform Partnership Act perhaps accen- 


36 Goldberg’s Estate v. Comm’r, 189 F.2d 634 (2d Cir. 1951); Whitworth v. Comm’r, 
204 F.2d 779 (7th Cir. 1953); Black v. Lockhart, —F.Supp. — (D.C.Mo. 1953). 

37 183 F.2d 656 (7th Cir. 1950), cert. denied, 340 U.S. 912. 

38 Migonette E. Luhrs, 9 TCM 537 (1950). 

39 Hatch’s Estate v. Comm’r, 198 F.2d 26 (9th Cir. 1952). 

40 F.9., Note, The Partnership Interest and the Capital Asset Concept, 31 B.U.L. Rev. 
380 (1951) ; Note, 37 Va. L. Rev. 146 (1951) ; Spencer, Tax Consequences Arising From 
the Purchase of a Partnership Interest, 91 J. AccounTANCY 116 (1951). 

41 Comm’r v. Marshall, 185 F.2d 674 (3d Cir. 1950) ; Comm’r v. Nielson, 187 F.2d 233 
(9th Cir. 1951). 

42 1951-2 Cum. Butt. 54; see Note, Section 107(a) and the Partnership, 65 Harv. L. 
Rev. 1193 (1952). 

43 Henry V. B. Smith, 5 T.C. 323 (1945); Nathan Blum, 5 T.C. 702 (1945). 

44 Comm’r v. Whitney, 169 F.2d 562 (2d Cir. 1948), cert. denied, 335 U.S. 892. 
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tuated. However, taxation is essentially realistic. How much realism is 
there in differentiating between the interest of a partner in his partnership 
and the interest of a sole proprietor in his business? And how real is the 
distinction ? 

Partnership cases bearing on the problem divide into three groups. In 
the first category, the partnership sold its entire business in a single trans- 
action. In other words, each partner joined in a sale of the business as a 
unit. The courts *° and the Treasury ** alike seemed to consider this a capi- 
tal transaction, the Ninth Circuit Court specifically pointing out that it is 
analogous to the sale of a sole proprietorship.** However, where all part- 
ners joined in disposing of a part of the partnership business, the Tax 
Court rejected the entity approach, holding that the assets disposed of 
must be broken down, each to be tested against the definition of capital 
assets in section 117.** In cases where one member of a firm disposed of 
his interest, some courts distinguished that situation from the sale of a 
going business, holding the former to be a capital transaction.*® Consis- 
tency of reasoning is hardly a hallmark of these decisions. 

Laying the partnership cases aside, we find little consistency in decisions 
involving other types of business interests. Where a corporation, having 
four branches—not subsidiary corporations—sold each to its respective 
manager, their inventories being disposed of at cost and their notes and 
accounts receivable at a loss, capital-loss treatment was decreed since the 
corporation was not in the business of selling notes and accounts receiv- 
able.°? Where a taxpayer sold an exclusive agency for leasing and licensing 
milk machines—his business—the Court held the transaction to be capital 
in nature ** and the Commissioner acquiesced.’ So too, a 1943 °° decision 
and a 1944 * decision of the Tax Court seem to favor the sale of a going 
business as the disposition of a capital asset. 


* * * 


This then was the uncertain state of the law when Aaron F. Williams 
locked horns with Collector McGowan. If anything could be gained from 
the Treasury’s position on capital-asset treatment of unincorporated busi- 


45 Henry F. McCreery, supra note 23; Hatch’s Estate v. Comm’r, supra note 39. 

46 G.C.M. 26739, supra note 34. 
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Torodor, 19 T.C. 530 (1953). 

51 Elliott B. Smoak, 43 B.T.A. 907 (1941). 
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ness interests, it was that it tended not to favor the entity approach for 
either the partnership or the sole proprietorship. However, its success in 
the courts on this point had been discouraging, to say the least. It was 
losing partnership cases right and left. The few sole proprietorship cases 
it had contested had not come off much better. The Commissioner stood 
to gain rather than lose if he adopted the capital-asset approach with Aaron 
F, Williams. Who can blame him for taking such a stand? 

In Williams v. McGowan * District Judge Knight analyzed the facts in 
some detail. Pointing out that “The agreement calls for the sale of the 
entire assets together with the good will of the A. F. Williams Hardware 
at a liquidation value fixed as of February 1, 1940,” he cited a number of 
the partnership cases referred to supra.*® He then indicated that the sale 
of an entire business could hardly be considered a disposition of property 
held primarily for sale to customers in the ordinary course of business. 
Aaron Williams’ loss was a capital loss. 

In view of this decision and in view of the uncertain and, to Williams at 
least, unfavorable state of the law on the subject, only a courageous liti- 
gant would appeal. Williams had the necessary courage, however, and 
proceeded to the Second Circuit Court, there to plead his cause before 
Judges Hand, Swan, Frank. 


Part II. PERIPHERY 


Missing the forest for the trees is an understandable shortcoming of any 
tax practitioner. On some occasions it is a forgivable weakness in a judge. 
Though Aaron F. Williams never knew it, having long since died when the 
issue became acute, his plight was to have a not inconsiderable tax effect 
upon many farmers of the nation. His case had long since been decided 
and his bones laid to rest, when six Justices of the Supreme Court decided 
that the holding in his case governed their 1953 decision in the case of 
Ernest A. and M. Gladys Watson, California citrus fruit growers. And 
no one had seemed to connect the Watsons—or any of their agricultural 
counterparts—with Williams before that time. 

As a matter of local law, it has been a generally accepted proposition 
that growing crops form a part of the real property upon which they stand. 
This principle was early extended to tax cases. With minerals beneath 
the land’s surface, it was hardly to be gainsaid that a sale of the property 
was a capital transaction even though it carried with it underlying min- 


5558 F.Supp. 692 (W.D.N.Y. 1944). 

56 See Comm’r v. Shapiro, Stilgenbaur v. United States, and McClellan v. Comm’r, all 
supra note 27. 

57 W. S. Peebles, et al., Administrators, 5 B.T.A. 386 (1926) ; W. D. Parker, 13 B.T.A. 
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erals.** Such minerals were not held to be for sale to customers in the ordi- 
nary course of business and like standing timber sold by a lumber miller ” 
were considered capital assets. 

Came the World War II period of high taxes and it is understandable 
that the American farmer, with his legendary ingenuity, would devise a 
plan for making the most and best of these principles. And, of course, he 
did. Instead of waiting until his crop ripened and selling it at straight 
income rates, he sold his land with the crops growing on it. Since he was 
not in the business of selling growing crops, he claimed capital-asset treat- 
ment for both land and unmatured crops. 

This procedure by farmers caught the Treasury off balance, but only 
momentarily. It had a long-standing ruling that unharvested crops were 
not includible in income ; ®° some indication that the Commissioner did not 
consider uimatured crops as non-capital items. However, when the tax- 
saving device of farmers became prevalent, he was quick to issue another 
ruling to the effect that crops are ordinarily produced for sale and, regard- 
less of when or how sold, the profit thereon is ordinary income and not 
capital gain." The ruling, of course, did not apply to the land and, in the 
case of fruit, the trees upon which the crops grew. 

In the Tax Court the Commissioner had little difficulty sustaining his 
position. In three cases involving unmatured fruit on trees * and in one 
case concerning a growing crop of wheat,® the Tax Court held that 
despite the fact that unmatured crops are part of the realty upon which 
they are growing, they are nonetheless held for sale to customers in the 
ordinary course of business and are not capital assets. 

However, the Treasury also lost two cases in the Tax Court. In one 
the Commissioner was faced with the old partnership-entity-capital-asset 
theory, when the sale of a partnership interest in an orange grove with un- 
ripened fruit on the trees was held to be the sale of a capital asset.** In the 
other, citrus groves with unripened fruit were transferred to a corporation, 
which sold the fruit at a profit and reported it as straight income. The 
owner of the grove reported a capital gain on the transfer to the corpora- 
tion. The Commissioner disagreed. The Tax Court found that no interest 


58 F.g., Butler Consolidated Coal Co., 6 T.C. 183 (1946). 
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was retained in the grove and held the profit realized to be capital gain.” 
Oddly enough, the Commissioner acquiesced.” 

In the districts courts, however, the Treasury had no such success. In 
one case Florida land was sold with an unmatured crop. The entire profit 
was held to be capital gain, the Court taking the position that the taxpayer 
sold herself out of business in one package for a lump sum.” The reason- 
ing in the case was similar to that of Judge Knight’s in Williams v. Mc- 
Gowan in the District Court. A California District Court in a citrus 
fruit case reached an identical result on similar facts. 

The taxpayers appealed three of the cases lost in the Tax Court. In 
McCoy v. Commissioner the Tenth Circuit Court reversed the Tax 
Court, holding that the taxpayer was not in the business of selling imma- 
ture crops. A similar result was reached in Owen v. Commissioner ™ de- 
cided by the Fifth Circuit Court. However, the Ninth Circuit Court 
affirmed the Tax Court in Watson v. Commissioner,” thus establishing 
a conflict among circuits. 

The Commissioner’s position and that taken by the courts which sus- 
tained him add very little light to the tax treatment of the proceeds from 
the sale of a sole proprietorship. The sale of land with an unmatured crop 
thereon was viewed more or less as a tax avoidance scheme and treated ac- 
cordingly. From the standpoint of logic it was hard to meet the argument 
that crops after all were grown primarily for sale. This quality of poten- 
tial saleability would attach to them whenever sold. 

The cases favoring taxpayers on this score likewise aid this cause only 
slightly, at least in so far as any entity concept attaching to the sale of a 
sole proprietorship is concerned. They were decided on the theory adopted 
by the District Court in the Williams case, namely, that while a farmer 
may be in the business of selling matured products, he does not hold un- 
matured crops for sale to customers in the ordinary course of business. A 
hint of the entity approach did appear in those decisions where courts 
accorded some weight to the fact that the taxpayer sold out entirely and 
got out of business. 

By section 323 of the Revenue Act of 1951 Congress rendered moot 
the question of capital gains treatment to be accorded the sale of land with 
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unmatured crops. If such land and growing crops were sold at a gain, 
they are now considered assets under section 117(j), which permits capi- 
tal gains treatment of any profit realized. Sections 24(f) and 113(b) (1) 
deny any deduction for the cost of purchasing such crops requiring its 
capitalization. Applicable to tax years beginning after December 31, 1950, 
the amendments to the law had no effect in the cases hereinabove discussed. 
Congress adopted the view, prevalent with most of the courts which de- 
cided this question in favor of the taxpayers, that sales of land together 
with growing crops were not transactions occurring in the ordinary course 
of business and should thus result in capital gains rather than ordinary 
income.”® 


Part III. FINALE 


The Aaron F. Williams case pending before the Second Circuit Court 
presented three alternatives: (1) the sale of a sole proprietorship is the 
sale of a capital asset because a sole proprietorship is not held for sale 
to customers in the ordinary course of business—the result reached by 
the District Court; (2) the sale of a sole proprietorship is the sale of a 
capital asset because a sole proprietorship is an entity; or (3) the sale 
of a sole proprietorship is not the sale of a capital asset but is a series of 
individual sales of the assets underlying the business: inventory, accounts 
receivable, good will, fixtures, etc. The Second Circuit Court chose the 
last." 

The majority of the Court, per Hand, J., pointed out that on the sale 
of a going business it is to be comminuted into its fragments, and these 
are to be matched separately against the definition of capital assets con- 
tained in Code section 117(a). American jurisprudence, according to the 
Court, has always been leery of raising up entities. Congress had no inten- 
tion of doing so when it defined capital assets. Thus, concluded the Court, 
neither the fixtures nor the inventory could be treated as capital assets. 
Good will was not in the situation. Cash did not present a problem and 
the gain, if any, on the receivables was left for adjustment by the parties 
or by the District Court. Judge Knight’s decision was reversed, and Aaron 
Williams emerged the victor. 

Judge Frank vehemently disagreed. To him the whole business was sold 
as a going concern. To carve it up, as did the majority, did violence to the 
realities, and that was not the intent of Congress. When a sole proprietor- 
ship is sold, it becomes an entity and should receive capital-asset treatment. 

Except for casual noting,” the decision at first received small comment. 


78 1951-2 Cum. Butt. 574; Sen. Rep. No. 781, 82d Cong., 1st Sess. (1951). 
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The problem did not arise too frequently to attract great attention at first. 
A Georgia District Court case raised the issue in 1946 but found it un- 
necessary to decide the question because the taxpayer failed of proof.” 
The Tax Court reached a similar result on like grounds in the same year.” 

As time went on, however, the implications of Williams v. McGowan 
became clearer. With post-war inflation and prosperity, it meant that any 
gain realized upon the sale of a sole proprietorship would, to a great ex- 
tent, be treated as ordinary income. This was cause for some attention ** 
and not a little alarm. 

Furthermore, the Courts were applying the rule with increasing vigor. 
In Grace Bros."* a corporation sold its inventory, leased its winery, and dis- 
continued operations. The Tax Court applied the Williams v. McGowan 
treatment. The Ninth Circuit Court affirmed,® its opinion indicating that 
it might not have followed the Williams case if the business had been sold 
as a going concern with good will. In Violet Newton™ the Tax Court 
also applied the Williams rule to the sale of an entire business as a going 
concern, evidently unimpressed by the Ninth Circuit Court’s distinction. 

Since 1950 the rule of Williams v. McGowan has been the subject of a 
good deal of comment.** Since the sale of practically any business in times 
like these would yield a profit, Williams is, of course, viewed in its worst 
light, the fact that it was a taxpayer’s victory being overlooked. Con- 
sidered in this unpopular vein, it has been freely and harshly criticized. 
And, of course, it has been characterized as “bad law.” 

At this point it is appropriate to note the return to the stage of Ernest A. 
and M. Gladys Watson, the bucolic taxpayers, who sold a citrus grove 
with growing fruit. It will be recalled that first the Tax Court ** and later 
the Ninth Circuit Court ** had held that despite its unmatured condition, 
the fruit was nonetheless held for sale, and that any gain realized was 
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ordinary income. The decision of the Ninth Circuit Court introduced a 
conflict between circuits, enabling the Watsons to have their case reviewed 
by the Supreme Court. On May 18, 1953 it affirmed the decision of the 
Ninth Circuit Court.* 

In and of itself this affirmance is not especially earth-shaking, particu- 
larly as the Revenue Act of 1951 had overruled any prospective effect of 
the decision two years before it was handed down. The manner of affirm- 
ance and the opinion accompanying it, however, have effects much more 
far-reaching than the actual result of the case. In a manner of speaking, 
it affirmed Williams v. McGowan as well and “wrapped up” the problem 
therein litigated. 

After analyzing the facts of the case, the Court pointed out that it 
agreed with the Commissioner’s position that Code section 117(j) is in- 
applicable because the proceeds attributable to the crop are derived from 
property held by the taxpayer primarily for sale to customers in the 
ordinary course of trade or business. It said: °° 
The Commissioner’s treatment of the proceeds of sales of unmatured crops as 
ordinary income in the absence of a statutory requirement to the contrary is 
consistent with the policy evidenced in Williams v. McGowan (NY) 152 F.2d 
570, 572, 162 ALR 1036, which established in the Second Circuit, in 1945, the 
doctrine that “upon the sale of a going business it [the sales price] is to be 
comminuted into its fragments, and these are to be separately matched against 
the definition in §117(a) (1)... .” 


Need any more be said? The Court found that the timber * and coal *° 
cases were clearly distinguishable. A dissent by three judges argued: (1) 
the crop was part of the land under local law; (2) the oranges were prop- 
erty used in trade, as much as were the trees themselves; (3) the oranges 
were held for more than six months; (4) the oranges on the trees were 
not includible in the taxpayer’s inventory; (5) the sale was not in the 
ordinary course of trade or business; and (6) the dissent agreed with the 
Circuit and District Court opinions holding the contrary and rejected the 
“fragmentation” theory in Williams v. McGowan which the majority fol- 
lowed. The scope of the dissent indicates that adequate discussion was had 
of all possible points. Judge Learned Hand had again anticipated the 
Supreme Court.* 


EPILOGUE 


Now that Williams v. McGowan has become a well established principle 
of tax law, what more should be said of it: that after the opinion of the 
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Second Circuit Court, Aaron F. Williams died and his executors had to 
go to District Judge Knight again before they secured the refund the late 
Aaron had sued for; °° and that since the decision in Williams v. Mc- 
Gowan, sole proprietors contemplating a sale of their businesses had best 
be most careful in comminuting it into segments? Perhaps the latter is, 
at least, a point to be considered. 

The interesting thing about the case, however, is how the “comminu- 
tion” concept sprang, full-blown, from the pen of Judge Learned Hand, 
had no precedent to support it, was used relatively infrequently thereafter, 
and yet was employed by the Supreme Court to support a decision on a set 
of entirely unrelated facts of a situation to which it had not previously 
been applied but nonetheless a situation which had been before the courts 
on many occasions. 


90 Williams v. McGowan, 70 F.Supp. 31 (W.D.N.Y. 1947). 
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Liability Of Life Insurance And Annuities 
For Unpaid Income Taxes Of Living 
Insureds, Annuitants, And 
Beneficiaries 


(Second Installment)* 


JOHN C. PYLE, JR. 


PENALTY ACTION AGAINST INSURANCE COMPANY 
UNDER SECTION 3710(b) 


eM District Director may conclude that the insurance company rather 
than the taxpayer is “in possession of property, or rights to property, sub- 
ject to distraint” and proceed against the company under the provisions 
of section 3710. Subsection (a) of that section requires any person (in- 
cluding a corporation) in “possession” of property or property rights 
subject to distraint, upon which a levy has been made, to surrender the 
same to the District Director upon demand, unless at the time of such 
demand it is subject to an attachment or execution under any judicial 
process. Subsection (b) provides a penalty for failure or refusal to sur- 
render in an amount equal to their value (but not exceeding the taxes, 
penalties, and interest for which levy has been made) plus costs and inter- 
est from the date of levy. Most of the cases involving the question of 
distraint in connection with insurance have arisen in actions at law brought 
by the United States against insurance companies to recover this penalty 
under section 3710(b). Such action must not, of course, be confused with 
the civil action permitted by section 3678 (discussed supra) to foreclose 
the tax lien against the delinquent taxpayer himself, and in which the in- 
surance company may be named a party defendant. To-day the pecuniary 
penalty provided in section 3710(b) may be enforced by an action brought 


* [The First Installment of this article appeared in the January, 1954 issue at 9 Tax 
L. Rev. 205 (1954)—Ed.] 

9128 U.S.C.A. §1355 provides: “The district courts shall have original jurisdiction, ex- 
clusive of the courts of the States, of any action or proceeding for the recovery or enforce- 
ment of any fine, penalty, or forfeiture, pecuniary or otherwise, incurred under any Act 
of Congress.” (italics supplied) Prior to the repeal of section 3745(c), Pub. L. No. 72, 
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by the United States only in a United States District Court * for “the dis- 
trict where it accrues or the defendant is found.” *” 

Joinder of defendants in penalty action under section 3710(b). Must 
the insurer, annuitant, or beneficiary, as the delinquent taxpayer, or both, 
be joined by the Government as defendants in the penalty action under 
section 3710(b)? In United States v. Metropolitan Life Insurance Co.” 
the action was against only the insurer under section 3710(b). The in- 
sured taxpayer was a resident of California and the action was brought in 
the District Court for the Eastern District of Pennsylvania. The insurer 
moved to dismiss on the ground that the insured was an “indispensable” 
party because he had certain rights under the policy, i.e., the rights to 
change the beneficiary and to a cash surrender value, which only he could 
exercise. The Court, however, denied the motion to dismiss, stating : ** 

. . . Section 3710(b) is entirely a penal statute directed against persons 


who refuse to surrender property to the Collector as required by Section 
3710(a), and accordingly no other parties are necessary to the suit. 


In United States v. Penn Mutual Life Insurance Co.* the District Court 
cited with approval the above-quoted portion of this decision. The decision 
in the Metropolitan Life case was also followed, with respect to this par- 
ticular point, by the District Court in Massachusetts in United States v. 
Massachusetts Mutual Life Insurance Co.,°* which stated that in this 
penalty action the insured and the beneficiary need not be joined but “only 
so far as the amount due the taxpayer by the defendant is a liquidated, 
ascertained amount.”” Although this case involved the penalty action under 
section 3710(b), the Court unnecessarily confused matters by referring 
to the civil action under section 3678 and stated that “if this is an action 
to enforce the plaintiff’s lien upon the taxpayer’s right in the policy, the 
insured and the beneficiary are indispensable parties.” °** This decision was 
affirmed by the First Circuit Court,°* without reference, however, to this 
particular question. The 4/ctropolitan Life case was followed recently on 
this point by the District Court for the Middle District of Pennsylvania in 
United States v. Third National Bank & Trust Co. of Scranton.® 

In 1942 the District Court in Connecticut in United States v. Aetna 


c. 139, §142, 81st Cong., Ist Sess. (1949), it was provided that such actions could be 
brought in a United States district court or “before any other court of competent 
jurisdiction.” 

9228 U.S.C.A. §1395(a). 

93 36 F.Supp. 399 (E.D.Pa. 1941). 

94 Td. at 400. See also 3 Moore’s FeperAL Practice 2203 (2d ed.). 

95 44 F.Supp. 804 (E.D.Pa. 1941), aff'd, 130 F.2d 495 (3d Cir. 1942). 

96 38 F.Supp. 333 (D.Mass. 1941). 

97 Id. at 337; italics supplied. 

98 127 F.2d 880 (1st Cir. 1942). 

99111 F.Supp. 152 (M.D.Pa. 1953). 
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Life Insurance Co. et al., where the insurer and the non-resident insured 
taxpayer had been joined as defendants in a penalty action under section 
3710(b), held that the insured and the beneficiary are “necessary” but not 
“indispensable” parties, stating : *°° 


. . . As the complaint expressly states, the action is brought under Section 
3710, Int. Rev. Code, 26 U.S.C.A. Int. Rev. Code, §3710, and as such is one 
to enforce a penalty against the defendant Insurance Company... . 

Under Rule 19, I think the taxpayer-insured and his beneficiary may not 
properly be classified as indispensable parties; such a classification indeed 
might possibly completely frustrate the Government’s remedy under the Act. 
I hold, however, that in this case the relationships of the taxpayer and his 
beneficiary to the subject-matter of controversy are such that they “ought to 
be parties if complete relief is to be accorded between those already parties,” 
within the meaning of Rule 19(b). For surely the position of the Insurance 
Company is one of such hazard that it can have complete relief only if they 
are joined. . . . Rule 19(c) provides as follows: 

“In any pleading in which relief is asked, the pleader shall set forth the 
names, if known to him, of persons who ought to be parties if complete relief 
is to be accorded between those already parties, but who are not joined, and 
shall state why they are omitted.” 

With this requirement the Government has not complied. For aught that 
appears it would have been entirely feasible for the Government to bring all 
the parties before a federal court in Pennsylvania having jurisdiction over the 
insured and his beneficiary as well as the Insurance Company. Consequently, 
in my view, the case is a proper one for dismissal for a lack of necessary 
parties under the discretion recognized in Rule 19(b). However, since the 
parties have united in submitting on the merits, I proceed on that basis. . . . 


In United States v. Metropolitan Life Insurance Co. the insured tax- 
payer was joined with the insurer as a non-resident defendant in an action 
under section 3710(b). The insured disputed this non-resident service 
upon him, but the District Court stated “we attach no importance to it,” 
apparently concluding that the insured was not a “necessary” or “indis- 
pensable” party. It is noteworthy that on the appeal of the case only the 
insurance company defended. The conclusion of the District Court for the 
Eastern District of Pennsylvania in United States v. Metropolitan Life 
Insurance Co.,*°* however, undoubtedly expresses the better view. 

If the insurance company actually has in its possession any funds pay- 
able to the taxpayer under a policy issued by it, then it is required under 
section 3710(a) to surrender such funds to the District Director “upon 
demand.” If the company fails or refuses to do so, it becomes liable for 
a penalty under section 3710(b) equal to the amount of such funds not 
surrendered, but in no event need it surrender a sum greater than the taxes, 

100 46 F. Supp. 30, 33, 34, 35 (D.Conn. 1942). 


101 41 F.Supp. 91 (S.D.N.Y. 1941), aff’d, 130 F.2d 149 (2d Cir. eg 
102 36 F.Supp. 399 (E.D.Pa. 1941). 
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penalties, and interest referred to in the Levy, plus costs and interest after 
the date of the Levy. It is noteworthy that section 3710(b) does not re- 
quire that the actual funds belonging to the taxpayer be paid as a penalty 
by the insurer but only an amount equal thereto, so that presumably the 
actual funds payable to the taxpayer would not be disturbed by the penalty 
action. It may be that such actual funds would remain subject to the pro- 
visions of section 3710(a), so that after the Government has successfully 
completed an action under section 3710(b) and obtained the penalty, it 
could then also require a surrender of the actual funds to the District Di- 
rector under section 3710(a). 

In United States v. Penn Mutual Life Insurance Co.*® the Third Cir- 
cuit Court stated with respect to this penalty action under section 3710(b) : 

. . . What the Collector seeks to recover from the insurer is not the latter’s 
liability to the insured but the statutory penalty prescribed by Sec. 3710(b), 
for which the insurer would be liable out of its own property or estate. To 
be sure, the Collector would measure the penalty by what happened to be the 
cash surrender value of the policy at the time of the demand, but the payment 
by the insurance company would be none the less in discharge of a penalty 
assessable against it and not in payment of its liability under the policy either 
to the insured or to the beneficiary. . . . 


In Commonwealth Bank v. United States ** the Sixth Circuit Court 
stated: 
. . . The proceeding authorized is not an action in rem, nor is it a suit for 


the collection of a tax. It is a suit to enforce personal liability for failure to 
surrender property belonging to a delinquent taxpayer. 


In United States v. Third National Bank & Trust Co. of Scranton*® 
the District Court stated : 
. . . Section 3710(b) is entirely a penal statute directed against persons 


who refuse to surrender property to the Collector as required by Section 
3710(a).... 


Hence, neither the insured nor the beneficiary need be, or should be, made 
a party defendant in the penalty action under section 3710(b). 

“Possession” by insurer a condition precedent to recovery of penalty 
under section 3710(b). 

The only defenses the insurer has to such an action are those provided 
in section 3710(a), i.e., that it has no such funds or property rights in its 
possession or that, if it does have possession of them, they are already sub- 
ject to an attachment or execution under judicial process.’ ‘‘Possession” 


108 130 F.2d 495, 498 (3d Cir. 1942). 

104 115 F.2d 327, 330-331 (6th Cir. 1940). 

105 111 F.Supp. 152 (M.D.Pa. 1953). Compare statements of the Second Circuit Court 
in the Metropolitan Life Insurance Co. case, supra note 101. 

106 United States v. American Exchange Irving Trust Co., 43 F.2d 829 (S.D.N.Y. 
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by the insurer of property or property rights of the delinquent taxpayer 
is therefore a condition precedent to recovery thereof by the Government 
upon demand under section 3710(a) and to the recovery of a penalty from 
the insurer by court action under section 3710(b). In the ordinary situa- 
tion, where the insured or the beneficiary under a life insurance policy is 
the delinquent taxpayer, the insurance company will have been served with 
a Levy and received a demand from the District Director under section 
3710(a) before either party has exercised any property right he or she 
might have under the policy. ; 

(a) Cash surrender values. If, for instance, the policy provides that 
the insured taxpayer may obtain the cash surrender value upon compliance 
with certain specified conditions (e.g., making a proper request therefor 
and transmitting the policy to the company for cancellation), such option 
is personal to the insured and no such value becomes due to the insured 
under the policy and state law until such conditions are fulfilled,’ particu- 
larly where there is danger of multiple liability on the part of the insurance 
company. Consequently, the company would not have in its “possession” 
under section 3710(a) the cash surrender value if nothing occurs to accrue 
the company’s contractual liability under the policy to pay it and would 
have no liability under section 3710(a) or (b) to pay such amount or the 
corresponding penalty to the District Director.*°* Neither the insurance 
company nor the Government can choose to exercise the insured’s option 
to obtain the cash surrender value. Further, even if the company could 


1930) ; Long Island Drug Co., Inc. v. United States. 115 F.2d 983 (2d Cir. 1940), re- 
versing 29 F.Supp. 737 (E.D.N.Y. 1939); Karno-Smith Co. v. Maloney, 28 F.Supp. 907 
(D.N.J. 1939), rev’d on other grounds, 112 F.2d 690 (3d Cir. 1940) ; Commonwealth 
Bank v. United States, supra note 104; United States v. Metropolitan Life Insurance Co., 
supra note 102; United States v. Marine Midland Trust Co., 46 F.Supp. 38 (S.D.N.Y. 
1942) ; United States v. Manufacturers Trust Co., 198 F.2d 366 (2d Cir. 1952); United 
States v. Third National Bank & Trust Co. of Scranton, 111 F.Supp. 152 (M.D.Pa. 1953) ; 
see, however, Determan v. Jenkins, et al., 111 F.Supp. 604 (N.D.Ga. 1953). 

107 Fink v. Fink, 171 N.Y. 616, 64 N.E. 506 (1902) ; Hilliard v. Life Ins. Co., 137 Wis. 
208 (1908), 117 N.W. 999; Martin v. New York Life Ins. Co., 104 F.2d 573 (7th Cir. 
1939) ; United States v. Massachusetts Mutual Life Insurance Co., 38 F.Supp. 333 
(D.Mass. 1941), aff'd, 127 F.2d 880 (1st, Cir. 1942). 

108 United States v. Penn Mutual Life Insurance Co., supra note 95; United States v. 
Metropolitan Life Insurance Co., supra note 101; United States v. Massachusetts Mutual 
Life Insurance Co., supra note 107; United States v. Aetna Life Insurance Co., supra 
note 100; United States v. Prudential Insurance Co. of America, 54 F.Supp. 664 (E.D.Pa. 
1944). The decisions, seemingly to the contrary in Columbian National Life Insurance 
Co. v. Welch, 15 F.Supp. 777 (D.Mass. 1936), aff'd, 88 F.2d 333 (1st Cir. 1937) and 
United States v. Metropolitan Life Insurance Co., supra note 102, must be considered to 
have been overruled as to this point by the subsequent cases listed supra. See statement 
to this effect by the Third Circuit Court in United States v. Penn Mutual Life Insurance 
Co., supra, and statements in United States v. Massachusetts Mutual Life Insurance Co., 
supra, distinguishing the decisions therein cited from the decisions in the Columbian Na- 
tional and Metropolitan cases. 
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have been forced, under the decisions in the Columbian National *® and 
Metropolitan **° cases, to surrender to the District Director the value of the 
insured taxpayer’s rights in the policy, it would have no power so to sur- 
render whatever property rights the beneficiary possessed therein, which 
are inseparably intertwined with the living insured’s property rights.** On 
the same theory, if the beneficiary were the taxpayer, the insurance com- 
pany cannot be forced to surrender to the District Director the value of the 
beneficiary’s rights until such time as funds actually become due and pay- 
able to him under the policy. 

(b) Loan values. Similarly, where the policy contains a right to borrow 
from the insurance company, the loan value does not become payable until 
the insured or the owner of the policy has fulfilled the policy conditions 
for obtaining the loan. Until such time therefore the company has no 
funds in its possession belonging to the borrower. The company would 
be required to surrender the amount of the loan to the District Director 
pursuant to levy and demand under section 3710 only after the taxpayer 
had fulfilled all the policy conditions in order to obtain the loan. 

(c) Non-forfeiture options. In some policies it is provided that in the 
event of policy lapse for non-payment of premiums, the insured will have 
the option of “Extended Term Insurance,” “Automatic Premium Loan,” 
or “‘Paid-up Insurance.’ One of these options may by express policy pro- 
vision be made automatic in the event the insured exercises no option with- 
in a specified period of time, or it may be made automatic by statute.’” 
Under the ‘Extended Term Insurance” option the cash surrender value is 
used as a net single premium to purchase term insurance for the face 
amount of the policy plus dividend additions and less indebtedness. And 
it has been held *** that in such cases the cash surrender value is not in the 
“possession” of the insurance company rendering it liable under section 
3710. Under the “‘Paid-up Insurance”’ option the cash surrender value is 
used to purchase the same type of insurance on the single-premium plan 
on a net basis not at the company’s regular new insurance rates. Under 
the “Automatic Premium Loan” option the premium due is automatically 
paid by loan and the policy is maintained in force for its full face amount 
but subject to the loan and interest thereon. 

Although there seem to be no federal tax distraint cases involving the 
“Automatic Premium Loan” or the “Paid-up Insurance” options, it is sub- 


109 Supra note 108. 

110 Supra note 102. 

111 United States v. Massachusetts Mutual Life Insurance Co., supra note 107. 

112 F.g., Automatic Premium Loan, R.I. Gen. Laws 1938, c. 153, §16, as amended by 
Gen. Laws 1947, c. 1973; Extended Term Insurance, N.Y. Ins. Law, §208(1). 

113 United States v. Penn Mutual Life Insurance Co., 44 F.Supp. 804 (E.D.Pa. 1941), 
aff'd, 130 F.2d 495 (3d Cir. 1942). 
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mitted that the cash surrender value or the policy loan used as a premium 
to continue the policy as extended term insurance or to purchase paid-up 
insurance is not in the “possession” of the company to such an extent as 
to render it liable under section 3710. In such cases the election made by 
the policyholder is for a specific purpose. For example, if he should elect 
the “Automatic Premium Loan” option, the company would be obligated 
by contract to apply the amount of the loan to pay premiums, and even if 
the company could be deemed to have “‘possession” of the amount of the 
loan, the Government by its Levy could obtain no more than the company 
held,’** 1.e., the amount distrained by the Government would, seemingly, 
have to be applied by it to pay the premiums on the policy. 

Obviously, if by state statute a loan is placed against the policy, or its 
cash surrender value is applied, to keep it in force, the Government cannot 
nullify the effect of that statute by requiring the amount of the loan or 
the cash surrender value to be paid to the District Director instead of be- 
ing applied in the manner required by state statute. This should not work 
too great a hardship on the Government, since not only would the tax- 
payer have continued insurance protection by the use of these contractual 
or statutory devices, but the Government would be assured of a fund from 
which it might satisfy its levy by transferee action upon the death of the 
insured taxpayer before the date of expiration of the insurance.*** 

(d) Loan to pay premiums. Even if the policy contains none of these 
automatic options, doubtlessly the person having the right to obtain the 
cash surrender value or the loan value under a policy or contract has also 
the privilege of exercising that right in a limited manner or subject to 
whatever conditions he may prescribe. For example, the insured taxpayer 
may request the loan value and assign the policy to the insurance company 
but specifically prescribe that the loan must be used to pay premiums then 
due on the policy and that under no circumstances may any portion of the 
loan be paid to him directly. In other words, the amount of the loan in 
the “possession” of the company would be impressed with a condition that 
it can be used exclusively to pay premiums. If the District Director were 
then to attempt to distrain on the amount of the loan in the hands of the 
company, he could obtain no more than the company actually has, i.e., a 
sum which must be used to pay premiums. Under such circumstances, it 
could hardly be successfully contended by the District Director that the in- 


114 See United States v. Bank of Shelby, 68 F.2d 538 (5th Cir. 1934); United States 
v. Bank of United States, 5 F.Supp. 942 (S.D.N.Y. 1934); United States v. Winnett, 
165 F.2d 149 (9th Cir. 1947) ; Clark, Federal Tax Liens and Their Enforcement in Pro- 
CEEDINGS OF New York UNIverSITy Firth ANNUAL INSTITUTE ON FEDERAL TAXATION 
185 (1945). 

115 See Pyle, Liability of Insurance Proceeds for Unpaid Income Taxes of Decedents, 
31 Taxes 183 (1953). 
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sured had in effect (1) requested the loan, (2) constructively received it, 
(3) returned it to the insurance company, and (4) advised the company 
to treat it as the premiums due on his policy. Further, the company could 
not be considered a “transferee” of the amount of the loan, making it 
liable under section 311(a), since any transfer which might possibly be 
construed from such facts would not be gratuitous but would be in con- 
sideration of continuance of the insurance in force.**® 

(e¢) Endowment proceeds. Suppose the taxpayer has procured a policy 
of endowment insurance on his own life with the endowment proceeds to 
be paid to himself at maturity of the endowment, or suppose that the tax- 
payer is the designated beneficiary of the endowment proceeds. Ordinarily 
such policies provide that payment of the endowment proceeds (as dis- 
tinguished from the death benefit) be paid to the designated payee only up- 
on presentation of the policy to the company and only if he is living on 
the maturity date. Thus, in order to obtain such proceeds, the taxpayer 
must surrender the policy to the company and present proof of survival 
at the maturity date. Presumably, these conditions are not mere formali- 
ties,""* and the company owes nothing to the named payee until such time 
as these requirements are met. Thus, based upon the reasoning in the cash 
surrender value cases,“* the endowment proceeds could not be obtained 
by the Government from the insurance company under section 3710 unless 
the payee-taxpayer had first complied with these contractual requirements. 

(f) Annuity and installment payments. If the taxpayer is the annuitant 
under an annuity contract or the payee under a “supplementary contract” 
providing for payment of life insurance policy proceeds in installments, 
then his mere survival upon the due date of any annuity or installment pay- 
ment entitles him to such payment. His survival is, of course, something 
which can be shown by the Government as well as by the payee. In such 
cases the Government can by successive levies obtain each payment from 
the company under the provisions of section 3710 as it becomes due as 
long as the tax lien itself remains in effect. Even if the annuity contract 
or the “supplementary contract” grants to the payee a right to commute 
the future payments, the Government can obtain a surrender by the com- 
pany of no more than each payment as it becomes due, provided the payee 
does not exercise his right to commute. To permit the Government to do 
otherwise would permit it unlawfully to invalidate a private contract." If, 


116 See Pyle, supra note 115, at 186. 

117 See note 107. 

118 See note 108. 

119 See, however: In re Scott’s Will, 158 Misc. 481, 286 N.Y.Supp. 138 (Surr.Ct. 
N.Y.Co. 1936), aff'd, 249 App.Div. 542, 293 N.Y.Supp. 126 (1937), aff'd, 274 N.Y. 538, 
10 N.E.2d 538 (1937), cert. denied, 302 U.S. 721 (1937); Estate of Emily W. Bissell, 
129(22) N.Y.L.J. 365, col.2 (Surr.Ct. N.Y.Co. Feb. 2, 1953) (case reargued before the 





icy 


Ct. 
38, 
ell, 
the 





1954] UNPAID INCOME TAX LIABILITY OF LIFE INSURANCE—ANNUITIES 333 


however, the payee exercises his right of commutation, then the Govern- 
ment would be entitled to a surrender of the commuted value under section 
3710. In a proper case brought by the Government under section 3678, 
however, the court would probably have the power to order by decree that 
the taxpayer-payee exercise his right to commute future installments, and 
that the commuted value be paid over to the Government or such right be 
assigned to the Government which could then exercise it.**° 


Surrogate on May 27, 1953, on appeal, App. Div. 1st Dep’t); Estate of Rappaport, 167 
Misc. 164, 3 N.Y.Supp.2d 616 (Surr.Ct. N.Y.Co. 1938); Matter of Carse, 119(63) 
N.Y.L.J. 1203, col. 7 (Surr.Ct. Westchester Co. Apr. 1, 1948) ; Estate of Abraham Smith, 
120 (119) N.Y.L.J. 1626, col. 2 (Surr.Ct. N.Y.Co. Dec. 22, 1948); Estate of Lambert, 
121 (70) N.Y.L.J. 1293, col. 1 (Surr.Ct. N.Y.Co. Apr. 11, 1949); Matter of Fardelman, 
116(28) N.Y.L.J. 234, col. 7 (Surr. Ct. Kings Co. Aug. 8, 1946); Estate of Townsend, 
126(47) N.Y.L.J. 390, col. 3 (Surr.Ct. N.Y.Co. Sept. 6, 1951); Matter of Leonard, 
126(87) N.Y.L.J. 1116, col. 1 (Surr.Ct. Kings Co. Nov. 2 1951); Matter of Leeming 
(Surr.Ct. Nassau Co. Apr. 1, 1947; unpublished) ; Estate of Feldmeier (Surr.Ct. Herki- 
mer Co. July 8, 1939; unpublished) ; Jn re Schustek’s Estate, 193 Misc. 206, 82 N.Y.S.2d 
753(1948) ; Jn re Kellogg’s Estate, 203 Misc. 585, 117 N.Y.S.2d 837(1952). These cases 
involved the estate tax apportionment provisions of section 124 of the New York Dece- 
dent Estate Law entitling the executor to recover such taxes proportionately from per- 
sons “in possession” of property includible in the decedent’s gross estate. In Jn re Zahn’s 
Estate, 300 N.Y. 1, 88 N.E.2d 558(1949), it was held that the insurer was not “in posses- 
sion” of death proceeds under a life insurance policy where the beneficiary had been paid 
the lump-sum proceeds in 1937 and the executor did not seek apportionment against the 
insurer until 1945. “Possession,” said the Court, is determined for purposes of said sec- 
tion 124 at the time the executor seeks reimbursement. It distinguished the Scott case, 
wherein it had previously decided (over a strong, and probably correct, dissent) that an 
insurer was “in possession” of the death proceeds of life insurance policies for purposes of 
said section 124 where the policies provided that the proceeds should be retained by the in- 
surer and paid over to designated beneficiaries periodically or as life annuities. In order- 
ing the insurance company to pay to the executor a share of the estate taxes he had paid, 
however, the New York Court of Appeals in the Scott case stated: “This is not a direc- 
tion to accelerate obligations. The obligation of the insurance company is to pay to the 
beneficiary monthly so much for each $1,000 of the net proceeds.” In other words, the 
monthly installments payable to the beneficiaries were proportionately reduced by the re- 
quirement that the insurer pay to the executor out of the net proceeds of the policy the 
share of taxes apportioned against the beneficiaries. 

It is submitted that the Scott decision was not controlling in the Bissell case or in the 
other cited cases where the insurance policy or annuity contract contained no provision 
for acceleration of benefits. As stated, the New York Court of Appeals in the Scott case 
had specifically avoided issuing a direction to “accelerate contractual obligations.” In any 
event, none of these decisions should influence the federal courts in the matter of tax liens 
and levies, since there is respectable authority contra. In re Sullivan’s Estate, 185 Misc. 
21, 55 N.Y.S.2d 702 (Surr.Ct. Kings Co. 1945) ; Estate of Moritz Gross, 130(33) N.Y.L.J. 
247, col. 1 (Surr.Ct. N.Y. Co. Aug. 14, 1953); Moreland’s Estate, 351 Pa. 623, 42 A.2d 
63 (1945) ; Marks v. Equitable Life Assurance Soc. of the U.S., 135 N.J.Eq. 339, 38 A.2d 
833(1944) ; Commercial Trust Co. of New Jersey v. Thurber, 136 N.J.Eq. 471, 42 A.2d 
571(1945), aff’d, 137 N.J.Eq. 457, 45 A.2d 672(1946) ; Estate of Sara Davidson May, 94 
PitrspurGcH (Pa.) L.J. 209(1946) ; and particularly in view of the stand the federal courts 
have taken in the cases cited supra note 108 and in John Hancock Mutual Life Insurance 
Co. v. Helvering, 128 F.2d 745 (App. D.C. 1942). 

120 For the application of the principle, see United States v. Massachusetts Mutual Life 
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(g) Disability and accident benefits. If the taxpayer is insured under 
an accident, health or disability insurance policy which provides for peri- 
odic benefits to him in the event of accident or sickness, then proof of such 
accident or sickness as provided in the contract and its continuance and his 
survival upon the due date of each benefit entitles him to payment thereof. 
In such cases also the Government can, by successive levies and proof of 
taxpayer’s survival, obtain each benefit from the company under section 
3710 as it becomes due and payable as long as the tax lien remains in effect, 
even though the benefits may be exempt from income tax under section 
22(b)(5). The nature of the funds is immaterial in so far as the collec- 
tion process is concerned. 

(h) Dividends. A special problem arises in connection with so-called 
policy “dividends” which may be declared and apportioned to policyholders 
from year to year by the companies out of surplus funds. Ordinarily such 
dividends are either (1) paid in cash; (2) applied to premiums; (3) left 
with the company to accumulate at interest; (4) applied to paid-up addi- 
tional insurance; or (5) applied to shorten the endowment or premium- 
paying period. Unquestionably dividends unconditionally payable in cash 
by the insurance company are property of the policyholder in the posses- 
sion of the company, which would enable the Government to enforce a sur- 
render of them under the provisions of section 3710 in satisfaction of a 
levy naming the policyholder as the delinquent taxpayer. In United States 
v. Massachusetts Mutual Life Insurance Co. the District Court in Massa- 
chusetts stated with respect to the section 3710(b) penalty concerning such 
dividends : *** . 

The defendant has filed a motion to enter judgment in favor of the plaintiff 
in the sum of $12.68, this being the amount admittedly due the insured as a 
dividend. This amount of money, being in the nature of a debt due the insured, 
should have been turned over to the Collector of Internal Revenue on the date 
of demand, December 5, 1939. While the defendant’s failure to turn over this 
money may have been the result of an oversight, nevertheless, there is no 
reason why the penalty should not attach. 


However, where dividends of the other four types are declared, the 
answer is not quite so simple. If the dividend declaration or the policy 
specifically provides that the dividends shall be applied to pay future pre- 
miums, to paid-up additional insurance, or to shorten the endowment or 
premium-paying period, there are no funds then actually payable to the pol- 
icyholder.*” The rights to such dividends would be property rights subject 


Insurance Co., supra note 107; United States v. Ison, 67 F.Supp. 40 (S.D.N.Y. 1946); 
United States v. Trout, 46 F.Supp. 484 (S.D.Cal. 1942). 

121 38 F.Supp. 333, 336 (D.Mass. 1941) ; italics supplied. 

122 See, however, Penn Mutual Life Insurance Co. v. Henry, 110 Miss. 402, 70 So. 
452 (1915). In that case the Mississippi premium tax statute permitted a deduction for 
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to distraint, but whatever “possession” the company might have thereof 
would be impressed with the condition that they be applied as provided in 
the policy or dividend declaration. Thus, even if the Government could ob- 
tain such rights under section 3710, it would obtain them impressed: with 
the condition that they be so applied and could not apply their value to 
liquidation of the policyholder’s tax debt. 

If, however, the policyholder had the option to receive the dividends in 
cash, they would be subject to distraint in the hands of the company under 
section 3710, only in the event the policyholder were to exercise such op- 
tion. Conversely, if the dividends were payable in cash with an option in 
the policyholder to apply them in any of the other four methods mentioned 
above, then the full value of the dividends in cash would be subject to dis- 
traint in the hands of the company under section 3710, irrespective of the 
option actually elected by the policyholder-taxpayer. 

Where a dividend is declared and, either automatically or at the option 
of the policyholder, left on deposit with the insurance company to accu- 
mulate at interest, the situation is actually no different in legal effect from 
the case where the company sends a dividend check to the policyholder who 
endorses the same back to the company for the purpose of setting up a 
fund for his own benefit, on which he is entitled to annual interest ac- 
cruals. The policyholder in such cases will ordinarily have the unqualified 
right to withdraw the dividends and interest accumulation at any time 
upon request. It would seem that the effect should be the same where the 
dividend is payable by means of a check or by cash, or where the divi- 
dend is a. ‘umatically left on deposit with the company to accumulate at 


interest, or where the policyholder entitled to any type of dividend exer- 


cises a contractual option to have the dividend remain at interest with the 
company to his unqualified credit. It is merely a matter of actual receipt 
as against “constructive” receipt of the dividends by the policyholder. In 
each case the policyholder will have “received” the cash value of the divi- 
dend,*** and in each case the insurance company will have funds belonging 
to the policyholder. 


“cash dividends paid.” The Supreme Court of Mississippi held that where dividends were 
not actually paid to the policyholders in money but were deducted at their request from 
premiums due, the policyholders merely paying the difference between the amount of the 
dividend and the amount of the premium, such dividend credit was equivalent to a payment 
to the policyholders in money and its immediate return to the company in part payment of 
the premium due. The Court stated: “. . . That these dividends were not, in fact, paid to 
the policy holders, but, at their request, were deducted from the premiums due, each policy 
holder simply paying the difference between the amount of his premium and the dividend 
due him, does not alter the situation; for dealing with the dividend in this manner is the 
equivalent of each policy holder receiving his dividend in cash and immediately returning 
it to appellant in part payment of the premium due on his policy.” 

128 See Reg. 118, Secs. 39.42-2 and 39.42-3. It would seem that a constructive payment 
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In United States v. Manufacturers Trust Co.*** the Second Circuit 
Court reversed the District Court and held that the Government was en- 
titled to have the defendant bank, which had been served with a Levy, 
surrender to the Collector, pursuant to demand under section 3710(a), 
so much of the delinquent taxpayer’s savings account as was required to 
satisfy the Levy and could recover in an action under section 3710(b), 
even though the bank’s contract with the depositor required the bank to 
make payments out of the account only upon presentation of the pass-book 
or on receiving satisfactory indemnity in the event the pass-book had been 
lost, stolen, or destroyed, or in any exceptional case where the pass-book 
could not be produced without serious loss or inconvenience to the deposi- 
tor.’*° The bank had relied upon the decisions in those cases *** where the 
Government had been held not entitled to distrain on life insurance cash 
surrender values before the insured taxpayer had requested them, but 
the Court distinguished those cases on the ground that the insurance com- 
pany did not owe anything to the insured, whereas in the instant case the 
relationship of debtor-creditor existed between the bank and the depositor 
without regard to presentation of the pass-book. The courts would un- 
doubtedly reach a similar conclusion in the case of dividends left on de- 
posit with the insurance company to accumulate at interest where there 
are no restrictions upon the right of the policyholder to withdraw the divi- 
dends and the accumulated interest at any time, particularly in view of the 
holding of the courts in the case of United States v. Massachusetts Mutual 
Life Insurance Co.*** 

There may also be occasions when the taxpayer will direct the insurance 
company to apply dividends payable in cash or accumulated dividends and 
interest on deposit to the payment of premiums or to the payment of a 
policy loan or interest thereon. The insurance company thus is no less in 
possession of the dividends and interest thereon in such cases than it is in 
the case where no such application of them is directed by the policyholder. 


of such dividends by the company is also made at the time the amount thereof is set 
forth on the books of the company to the unqualified credit of the policyholder. See P. G. 
Lake, Inc. v. Comm’r, 148 F.2d 898 (5th Cir. 1945), cert. denied, 326 U.S. 732 (1945); 
Musselman Hub-Brake Co. v. Comm’r, 139 F.2d 65 (6th Cir. 1943) ; George M. Cox, 
Inc. v. Comm’r, 128 F.2d 957 (5th Cir. 1942) ; Penn Mutual Life Insurance Co. v. Henry, 
supra note 122; R. H. Bouligny, Inc., 45 B.T.A. 456 (1941). There may be some ques- 
tion concerning the constructive payment of interest accruals on such dividends, however, 
by reason of the decision in Massachusetts Mutual Life Insurance Co. v. United States, 
59 F.2d 116 (Ct.Cl. 1932), aff’d, 288 U.S. 269 (1933). 

12498 F.Supp. 756 (S.D.N.Y. 1951), rev’d, 198 F.2d 366 (2d Cir. 1952). 

125 See also MERTENS, LAW OF FEDERAL INCOME TAXATION §49.164 (Ist ed. 1948) ; 
United States v. Marine Midland Trust Co., supra note 106; United States v. Third Na- 
tional Bank & Trust Co. of Scranton, supra note 99. 

126 Supra note 108. 

127 Supra note 107. 
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(14) Premiums returned and annuity refunds. Conclusions similar to 
those set forth as to dividends payable in cash and those applied to pay 
premiums must be reached, it would appear, in the case of the contractual 
refunds made by some insurance companies to their industrial weekly- 
premium life insurance policyholders in consideration of payment of their 
premiums directly to an office of the company for the continuous period 
of 52 weeks. Such refunds are generally in a sum equal to 10 per cent of 
the total premium stated in the policy for 52 weeks and may be payable in 
cash or as a credit against future premiums.*”* 

Similar treatment should also be accorded to premiums returned ** to 
insureds upon cancellation of policies, misstatement of age, change of plan, 
etc., and to annuity considerations refunded to annuitants upon termina- 
tion of annuity contracts.**° 

(j) Premiums paid in advance. There is another item which in some 
respects resembles the aforementioned item of returned premiums. Some 
insurance companies permit premiums to be paid to them in advance of the 
contractual premium due date. Ordinarily such permission is extra-con- 
tractual and is granted within maximum limitations established by each 
particular company. For instance, some companies will accept future pre- 
miums for only 3, 4, or 5 years beyond the premium currently due. Such 
premiums are discounted at the time they are accepted by the company. 
When accepted, such amounts are referred to as “premiums paid in 
advance.” 


128 These refunds are described in state premium tax litigation in State ex rel. Brew- 
ster v. Wilson, 102 Kan. 752, 172 Pac. 41 (1918); Metropolitan Life Insurance Co. v. 
Scheufler, 180 S.W.2d 742 (Mo. 1944); Metropolitan Life Insurance Co. v. Rouillard, 
92 N.H. 16, 24 A. 2d 264 (1942); Commissioner of Corporations & Taxation v. Metro- 
politan Life Insurance Co., 327 Mass. 582, 99 N.E.2d 866 (1951). 

129 Returned premiums were the subject-matter of state premium tax litigation in State 
v. Hibernia Insurance Co., 38 La. Ann. 465 (1886) ; German Alliance Insurance Co. v. Van 
Cleave, 191 Ill. 410, 61 N.E. 94 (1901); State v. Fleming, 70 Neb. 523, 97 N.W. 1063 
(1903); People ex rel. Continental Insurance Co. v. Miller, 177 N.Y. 515, 70 N.E. 10 
(1904) ; State ex rel. Crittenberger v. Continental Insurance Co., 67 Ind. 536, 116 N.E. 
929 (1917) ; Massachusetts Bonding & Insurance Co. v. Chorn, 274 Mo. 15, 201 S.W. 
1122 (1918); In re Continental Casualty Co., 189 Iowa 933, 179 N.W. 185 (1920); 
People ex rel. New York Life Insurance Co. v. Walsh, 198 App. Div. 34, 189 N.Y.Supp. 
600 (3d Dep’t 1921), aff'd, 233 N.Y. 539, 135 N.E. 909 (1922); People ex rel. New 
York Life Insurance Co. v. Gilchrist, 208 App. Div. 757 (3d Dep’t 1924); King v. 
Aetna Life Insurance Co., 168 S.C. 84, 167 S.E. 12 (1932); United Pacific Insurance 
Co. v. Bakes, 57 Idaho 537, 67 P.2d 1024 (1937); Fire Association of Philadelphia v. 
Love, 101 Tex. 376, 108 S.W. 158 (1908), rehearing denied, 108 S.W. 810; People ex rel. 
Connecticut Mutual Life Insurance Co. v. State Treasurer, 31 Mich. 6 (1875). 

130 Returned annuity considerations were the subject-matter of state premium tax litiga- 
tion in Equitable Life Assurance Society v. Johnson (Super. Ct. San Fran. Cal. Nov. 25, 
1942) ; Metropolitan Life Insurance Co. v. Becker (Cir. Ct. Sangamon, Ill. June 12, 
1946) ; Equitable Life Assurance Society v. Hobbs, 155 Kan. 534, 127 P.2d 477 (1942) ; 
Metropolitan Life Insurance Co. v. Rouillard, 92 N.H. 16, 24 A.2d 264 (1942). 








338 TAX LAW REVIEW [Vol. 9: 


The companies account for such discounted advances in several differ- 
ent ways. Some maintain them in a separate deposit account from which 
an amount equal to each premium is withdrawn at the premium due date 
and credited to the premium income account. Other companies credit the 
premium income account with the full discounted amount paid in advance 
at the time it is accepted, no further credits therefor being made subse- 
quently to the premium income account. 

Regardless of the method of bookkeeping employed, however, so much 
of these “advance premiums” as have not been applied to premiums be- 
coming due is refunded in the event of termination of the policy by death 
of the insured or otherwise, whereupon either the deposit account or the 
premium income account is appropriately reduced. 

Now, suppose that the company has been served with a Levy for the 
insured’s unpaid income taxes while it has any such “unearned’’ advance 
premiums in its possession, and the question arises whether or not they 
must be paid over to the Government. It would seem that they constitute 
a debt due from the company to the insured to the extent that they have 
not actually been utilized to pay due premiums, regardless of the method 
of bookkeeping employed and therefore are subject to distraint. Although 
the method of bookkeeping employed is not determinative of liability and 
the law looks below mere appearances and has regard for reality,*** the 
company which has charged the full discounted amount to its premium in- 
come account might argue that it has actually applied such amount irre- 
vocably to the payment of premiums coming due in the future by agree- 
ment with the insured, so that the.so-called “unearned’’ premiums do not 
constitute a debt owing from it until such time as the policy is terminated 
by death or otherwise. This particular question has never been judicially 
or administratively determined, however. 


STATUTES OF LIMITATION—LIENS AND LEVIES 


If an assessment of income tax has been made, proceedings to collect it 
by distraint on personal property must be commenced under section 3693, 
or a “proceeding in court” must be commenced within six years after “as- 
sessment” or before the expiration of any extension agreement or agree- 
ments made within the said six-year period, or any extension thereof.*” 


181 Corn Exchange Bank, 6 B.T.A. 158 (1927) ; Sitterding v. Comm’r, 80 F.2d 939 (4th 
Cir. 1936) ; Doyle v. Mitchell Brothers Co., 235 Fed.686 (6th Cir. 1916), aff'd, 247 U.S. 
179 (1918) ; Comm’r v. North Jersey Title Ins. Co., 79 F.2d 492 (3d Cir. 1935) ; North- 
western States Portland Cement Co. v. Huston, 126 F.2d 196 (8th Cir. 1942) ; Mutual Ben- 
efit Life Insurance Co. vy. Commonwealth, 128 Ky. 374, 107 S.W. 802 (1908). 

132 T.R.C. §276(c) ; Reg. 118, Sec. 39.275-2(5). In Equitable Life Assurance Society 
v. Moore, 29 F.Supp. 179 (E.D.IIl. 1939) it was held that persons dealing with a tax- 
payer’s property after recording of the Notice of Tax Lien are bound by subsequent, wnre- 
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Distraint is deemed to have been commenced in the case of personal prop- 
erty “on the date on which the levy upon such property is made.” ** A 
“proceeding in court” *** is deemed to have been commenced for limita- 
tion purposes when the summons is lodged with the marshal for service ; *** 
but if the proceeding is one in equity to enforce the tax lien under section - 
3678, it is deemed commenced for such purposes when the complaint is 
filed.*** 

Further, section 3671 provides that the tax lien shall continue in exist- 
ence until the tax liability for the amount thereof is satisfied or “becomes 
unenforceable by reason of lapse of time.” This section must be read with 
section 276(c), so that if a “proceeding in court” or distraint is not com- 
menced within six years after “assessment,” the lien is lost as against the 
taxpayer and all third parties.*** If an insurance company, therefore, is 
actually served with a Notice of Tax Lien (which should set forth the 
“Date Assessment List Received”), it need give no recognition to the lien 
after six years, or any extension thereof, beyond that date, where the Gov- 
ernment has not within that period commenced court or distraint proceed- 
ings. 


corded waivers, extensions, and releases. See also United States v. Spreckels, 50 F.Supp. 
789 (N.D.Cal. 1943). This should not apply to banks and insurance companies which, un- 
der the present practice of the Internal Revenue Service, are not bound by a federal tax 
lien until they receive actual notice thereof. If actual notice of the lien is required as to 
them, actual notice of releases, waivers, and extensions thereof should also be required. 

188 T.R.C. §3714(b) ; G.C.M. 4565, 1928-2 Cum. Butt. 169; G.C.M. 760A, 1927-2 Cum. 
Butt. 271. In American Exchange Irving Trust Co. v. United States, supra note 106, it 
was held that a third party cannot resist distraint on the ground that the tax itself is 
barred by the statute of limitations, since that is not a defense provided by section 276(c). 

134 Generally speaking, this would refer to actions brought under section 3678. How- 
ever, it has been held that it refers also to filing of claims by the United States in bank- 
ruptcy or other state or federal liquidation, probate, or administration proceedings. See 
I.T. 2244, 1925-2 Cum. Butv. 100; United States v. Ettelson, 159 F.2d 193 (7th Cir. 
1947) ; United States v. First National Bank of Canton, 54 F.Supp. 351 (N.D. Ohio 
1943); Taylor v. United States, 324 Mass. 639, 88 N.E.2d 121 (1949), cert. denied, 338 
U.S. 948 (1950); United States v. Paisley, 26 F.Supp. 237 (N.D.IIl. 1938); United 
States v. Weisburn, 48 F.Supp. 393 (E.D.Pa. 1943); United States v. Motsinger, 124 
F.2d 585 (4th Cir. 1941). 

135 United States v. Northern Finance Corp., 16 F.2d 998 (2d Cir. 1927) ; United States 
v. Fischer, 16 F.Supp. 743 (E.D.N.Y. 1936). Cf. United States v. Scharps, 22 AFTR 
1256 (S.D.N.Y. 1938) ; United States v. Scudder, 2 F.2d 632 (E.D.N.Y. 1924) ; United 
States v. Elliott, 27 F.Supp. 253 (E.D.N.Y. 1939). 

136 United States v. Spreckels, supra note 132; United States v. Hardy, 74 F.2d 841 
(4th Cir. 1935); United States v. L.P. Larson, Jr.. 27 AFTR 953 (S.D.N.Y. 1940); 
United States v. Adams, 92 F.2d 395 (5th Cir. 1937). 

187 United States v. Spreckels, supra note 132; Equitable Life Assurance Society v. 
Moore, supra note 132. Where a judgment is obtained, the tax debt is merged in the judg- 
ment, which can then be collected at any time. See, Reid, Tax Liens, Their Operation and 
Effect in ProceEDINGS OF New York UNIversity NIntH ANNUAL INSTITUTE ON FEDERAL 
Taxation 563, 566 (1951) ; Investment & Securities Co. v. Robbins, 49 F.Supp. 620 (E.D. 
Wash. 1943), aff’d, 140 F.2d 894 (9th Cir. 1944). ; 
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Lien AND Levy on “AFTER-ACQUIRED” PROPERTY RIGHTS 


However, the lien will attach to all property and property rights of the 
taxpayer in existence when the compaiy is served with the Notice of Tax 
Lien, or which may subsequently come into existence during that period.** 
If, for example, after the company has been served with a Notice of Tax 
Lien but before the expiration of this six-year (or extended) period, the 
insured taxpayer should request a policy loan or cash surrender value and 
fulfill all of the policy conditions to obtain the same, or other sums become 
payable to him without restriction, such sums would become subject to the 
lien but the company would not be required to pay them to the Govern- 
ment. As a practical matter and to show good faith on its part, the com- 
pany should notify the District Director that certain sums have become 
due to the taxpayer and withhold payment thereof until the District Di- 
rector has had a reasonable time (say, 90 days) within which to start court 
action or serve a Levy upon the company. If the District Director fails 
to commence court action or to serve a Levy upon the company and de- 
mand payment of these sums to him within such reasonable time, then 
the company should be free to pay them to the taxpayer without liability 
under the Code,**® as in the case of banks. 

The Bureau letter **° of January 2, 1941, with respect to banks provides 


138 Minnesota Mutual Life Insurance Co. v. United States, 47 F.2d 942 (N.D.Tex. 
1931) ; United States v. Taft, 44 F.Supp. 564 (S.D.Cal. 1942), aff’d, 135 F.2d 527 (9th 
Cir. 1943) ; Nelson v. United States, 139 F.2d 162 (9th Cir. 1943), cert. denied, 322 U.S. 
764 (1944); Glass City National Bank of Jeannette v. United States, 146 F.2d 831 (3d 
Cir. 1944), aff'd, 326 U.S. 265 (1945) ; Im re Victor Brewing Co., 146 F.2d 831 (3d Cir. 
1944), aff'd, 326 U.S. 265 (1945) (distinguishing United States v. Long Island City Drug 
Co., supra note 106); Investment & Securities Co. v. Robbins, supra note 137; United 
States v. Dallas National Bank, note 44, Appendix, infra; United States v. Caldwell, 74 
F. Supp. 114 (M.D.Tenn. 1947) ; United States v. Ison, supra note 120; In re Burch, 89 
F.Supp. 249 (D.Kan. 1948) ; Matter of Salsbury Motors, Inc., 104 F.Supp. 482 (S.D.Cal. 
1951) ; G.C.M. 4715, 1928-2 Cum. BuLt. 94; T.D. 4275, 1929-2 Cum. Buty. 167; A. H. 
Graves, 12 B.T.A. 124 (1928) ; Roberts & McInnis v. Emery’s Motor Coach Lines, Inc., 
50-2 USTC 9455 (W.Va. 1950); Note, Taxation—Lien and Priority—Property Ac- 
quired After Federal Tax Lien Has Arisen Held Subject to Such Lien, 56 Harv. L. Rev. 
143 (1942) ; Wyshak, Effect of a Jeopardy Assessment on the Tax Lien, 30 Taxes 347 
(1952). 

189 In United States v. Schwarz, 50-2 USTC 9516 (D.Md. 1950), aff’d in part, 191 
F.2d 618 (4th Cir. 1951), the action was brought by the United States under section 
3678, the life insurance company which had granted a loan to the taxpayer, owner of a 
life annuity contract, being named a party defendant. The company actually had withheld 
all annuity payments becoming due to the taxpayer after service upon it of the Levy on 
December 23, 1940, and the courts decreed that the United States is entitled to such sums 
withheld in satisfaction of its lien. If the insurance company in that case had followed 
the 1941 letter ruling of the Bureau concerning banks, it might not have withheld all of 
the annuity payments from Sept. 26, 1945 to the date of the trial, May 23, 1950, and there- 
after. Obviously, the Levy attached only to such annuity payments as were due to the tax- 
payer on Dec. 23, 1940. See also note 143 infra. 

140 Bureau letter, Jan. 2, 1941, 1954 CCH {1765B.049. 
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that: “In cases where the bank is informed of the existence of a federal 
tax lien, it is believed that the bank may protect itself against possibility 
of liability to the Government by promptly notifying the Collector of the 
facts, meantime withholding payment of such checks as would reduce the 
account below the amount of the lien. If within a reasonable time after 
such notification the Collector fails to levy upon the account, it is believed 
that the bank may honor such checks without danger of liability to the 
Government.” It appears to be proper Internal Revenue Service prac- 
tice *** to apply this ruling to insurance company payments under life in- 
surance policies and annuity contracts. Without the benefit of the prac- 
tical application of this special ruling to insurance companies, the latter 
might have to withhold payment of cash surrender values, loans, dividends, 
endowment proceeds, accident and disability benefits, and annuity and 
installment payments to taxpayers, as to whom they have been served with 
a Notice of Tax Lien, until the lien is satisfied or expires ; and this would 
“tie up” funds in their hands unreasonably and for possibly indefinite 
periods. It is inconceivable that Congress could have intended any such 
result. 

It is worthy of note here that, although the tax lien will apply to 
“after-acquired” property,*** the Levy will apply only to such property or 
property rights as actually exist at the time the levy is made. A former 
Collector of Internal Revenue has stated that “A Notice of Levy has no 
continuing effect and attaches only to the existing property or rights to 
property of the taxpayer.” *** This, of course, is the reason for the pro- 
vision of section 3715 providing that where the property seized and sold 
by the District Director is insufficient to satisfy the claim of the United 
States for which distraint and seizure are made, the District Director may 
thereafter, as often as may be necessary, seize and sell any other property 
of the taxpayer until the claim is fully paid. The form of Levy itself 
(Form 668-A) served upon third parties is limited by its very terms to 
property, rights to property, moneys, credits, and bank deposits “now in 
your possession and belonging to” the taxpayer and “all sums of money 
owing from you to” him, and does not undertake to reach “after-ac- 
quired” property. Thus, if a company has been served with a Notice of 
Tax Lien and a Levy and on the date of service there are no funds owing 
to the taxpayer by the company, the Levy is completely ineffective, but 
the lien will continue until it is satisfied or becomes unenforceable and at- 
tach to funds becoming due to the taxpayer during that period. However, 


141 See note 16 supra. 

142 See cases cited note 138 supra. 

148 Johnson, The Problems in Administration in the Collector’s Office in PROCEEDINGS 
or New York University FirtH ANNUAL INSTITUTE ON FEDERAL TAXATION 280 (1947). 
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in order to obtain such funds by distraint, the District Director would 
have to serve a new Levy upon the company while it still has the funds 
in its possession. 

What happens when the District Director serves only a Levy upon the 
company? Obviously, it is ineffective if there are no funds owing to the 
taxpayer on the date of service. If funds subsequently become due to the 
taxpayer, the District Director would have to serve a new Levy on the 
company to obtain them by distraint. If the company is served with a Levy 
but not with a Notice of Tax Lien, is there any liability on the company 
as to funds subsequently becoming due to the taxpayer if the District Di- 
rector does not serve a new Levy upon it? The fact that one Levy had 
already been served should give the company such notice of the possible 
existence of a lien that it should proceed as though a Notice of Tax Lien 
had been served upon it at the time of service of the original Levy. 


INSURANCE COMPANY AS “PLEDGEE” OR “PURCHASER” 
UNDER SECTION 3672(a) 


How will the special protection accorded mortgagees, pledgees, judg- 
ment creditors, and purchasers under section 3672(a) affect life insurance 
companies with respect to the policies it issues? Obviously, as to such poli- 
cies the company could not be a mortgagee or a judgment creditor ; but it 
might be a pledgee or a purchaser under certain circumstances. 

The general rule is that an assignment passes the whole interest in the 
thing assigned, whereas a pledge transfers only possession,*** and that an 
assignment as “collateral security” is a mere pledge."** Only personal prop- 
erty, including a chose in action such as an interest under a life insurance 
contract, can be pledged. However, a distinction must be made between 
the policy and the contract. The policy is merely evidence of the insurance 
contract. Thus, where an insurance contract is validly assigned as “collat- 
eral security,” the assignee is necessarily also a pledgee, since delivery of 
possession of a chose in action can be accomplished only by assignment.*** 
If the insured, therefore, should borrow from a lending institution and 
assign the insurance contract to it as “collateral security” for the loan, the 
lender would be a “‘pledgee,”’ *** entitled to the protection of the provisions 


1446 C.J.S. 1049, §2(8). 

145 City Nat’l Bank of Lawton v. Lewis, 73 Okla. 329, 176 Pac. 237 (1918) ; Common- 
wealth Life v. Stanley, 253 Ky. 213, 69 S.W.2d 369 (1934); Reliance Life vy. Curlin, 272 
Ky. 832, 115 S.W.2d 296 (1938), rehearing denied, 277 Ky. 533, 126 S.W.2d 847 (1939) ; 
Immel v. Travelers Insurance Co., 373 Ill. 256, 26 N.E.2d 114 (1940) ; Olsen v. National 
Grocery Co., 15 Wash.2d 164, 130 P.2d 78 (1942). 

146 Tmmel v. Travelers Insurance Co., supra note 145; Commercial National Bank of 
Cedertown, Ga. v. Chapman, 206 F.2d 349 (5th Cir. 1953). 
147 United States v. Bleser, 34 F.Supp. 653 (E.D. Wis. 1940). 
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of section 3672(a). The Government’s tax lien therefore would be effec- 
tive as to the lender only after the Notice of Tax Lien had been properly 
recorded, as provided in that section, and no retroaction to the date of re- 
ceipt of the Assessment List occurs, as is the case under section 3671. 
Thus, if such loan had been made prior to the recording of the Notice of 
Tax Lien, the lender would be entitled to have its loan and interest thereon 
paid by the insurance company from payments becoming due to the tax- 
payer under the policy before the tax lien would attach thereto and before 
the Government would become entitled to any payments in satisfaction of 
its levy, regardless of the date when the District Director received the As- 
sessment List and of the date upon which notice of the lien had been served 
upon the insurance company.*** 

In this connection an interesting question arose in Peoples Bank v. 
United States ** involving a bank loan. The bank granted a loan to the 
taxpayer, evidenced by a promissory note purporting to secure the loan 
and future advances, although the bill of sale to the bank covering the tax- 
payer’s automobile and household goods as security contained no such 
provision. After the bill of sale was recorded, the United States filed a 
Notice of Tax Lien and seized the automobile. After the tax lien had been 
properly recorded by the Government, the bank made an additional loan 
to the taxpayer. The Fifth Circuit Court held that this second loan was 
actually a separate transaction and that the tax lien took precedence over 
it. The bank contended, and the District Court agreed, that the additional 
loan was merely an “advance” under the first loan arrangement. The 
Sixth Circuit Court, however, found that such transaction did not actually 
take place. If it had, the Court stated, “an interesting question of pri- 
orities would be presented under Section 3673, supra.”” Thus, it may be en- 
tirely possible for the lender’s rights with respect to an additional loan 
granted to the taxpayer even after the Government has filed its Notice of 
Tax Lien to take precedence over the Government’s rights thereto, pro- 
vided the original loan agreement was made before the Notice was re- 
corded and the agreement is so worded that it definitely covers future 
loans. Undoubtedly the doctrine of “relation back” would not be extended 
by the Government beyond such situations. In other words, the Govern- 
ment would never adopt the theory that when a policyholder obtains a pol- 
icy loan from the insurance company, the loan takes effect as of the date 
of issuance of the policy containing the right to obtain the loan. 


148 United States v. Bleser, supra note 147; Schwarz v. United States, supra note 139. 
See also Peoples Bank vy. United States, 98 F.Supp. 874 (N.D.Ga. 1951), rev'd and re- 
manded, 197 F.2d 898 (5th Cir. 1952) ; United States v. Ullman, 115 F.Supp. 211 (E.D.Pa. 
1953). 

149 Supra note 148. 
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Suppose the insurance company rather than a bank or lending institution 


grants a loan to the insured taxpayer as provided in the policy and takes | 
an assignment of the insurance contract from the insured as “collateral 
security” for the loan. Will the insurance company be treated any dif- ‘ 
ferently from the bank for tax lien purposes? This question arises by , 
reason of the conclusion reached supra, that the insurance company has no ‘ 
liability under the Code in so far as liens for unpaid taxes of its insureds ‘ 
and beneficiaries are concerned, until it has actual notice of the lien. For ; 
example, assume that the Notice of Tax Lien naming the insured as tax- ’ 
payer is properly recorded by the Government on January 2, 1953, the t 
insurance company grants a loan to the insured and accepts an assignment t 
from the insured as “collateral security” for the loan on February 2, 1953, I 

and the company receives actual notice of the lien on March 2, 1953. 
Obviously, if the company is considered merely in its capacity as assignee ‘ 
of the insured, it would not be protected as a “pledgee”’ in such case under . 
section 3672(a) with respect to its loan made after the Notice of Tax Lien 
had been recorded, any more than the bank was protected in Peoples Bank 4 
v. United States. However, the insurance company should not, it is sub- . 
mitted, be considered so narrowly in this respect. The date of actual notice , 

should be determinative in all cases, since the making of policy loans is as 
much a part of the business of insurance as is the payment of death pro- F 
ceeds and cash surrender values. ‘ 
This question was not answered in United States v. Schwarz.**° On tl 
September 4, 1940, prior to (a) receipt of the Assessment List by the then P 
a 


Collector on December 22, 1940, (b) service of the Notice of Levy upon 
the insurance company on December 23, 1940, and (c) recording of the 
Notice of Tax Lien by the Government on December 24 and 26, 1940, the st 


insurance company had granted a loan to the taxpayer under an annuity b 
contract purchased by him for his own benefit, the loan to be repaid in fi 
monthly installments with interest. The Government conceded that the al 
company was entitled to be paid the balance due on its loan, with interest, di 
before any annuity payments could be applied to the Government’s claim Pp 
for taxes. The courts volunteered no opinion on the point, but doubtlessly T 
the result would have been the same if the loan had been granted by the | pt 
insurance company after the Collector had received the Assessment List to 
and after the Notice of Tax Lien had been recorded but before the com- a 
pany had been given actual notice of the lien. su 

Any rule requiring that the insurance company granting a policy loan th 
is liable from the date of recording the tax lien would also raise questions ic 


involving situs which would have to be resolved, thereby creating undue ~ 
delay in granting the loan. Subsections (1), (2), and (3) of section | 


150 Supra note 139. 
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3672(a) require that the Notice of Tax Lien be filed in the proper office 
where “the property subject to the lien is situated.” In the case of intan- 
gibles, of course, the general rule is that their situs for taxation is the 
domicile of the owner, unless they have acquired a “business situs” else- 
where or a statute provides otherwise.** If, therefore, an insured becomes 
entitled to a policy loan, it would appear to follow logically from the gen- 
eral rule that the loan or his right to it would be “situated” in the state in 
which he is domiciled rather than in the state of the insurance company’s 
domicile. Then, if the company, as assignee, were to be held amenable to 
the constructive notice provisions of section 3672(a), it would be bound by 
tax lien recordings in the state of the insured’s domicile,*** which may even 
be a state or other jurisdiction in which the company is not licensed. 

Suppose, for example, that (1) the company is domiciled and has its 
main office in New York; (2) it issued a policy to the insured while he 
resided in New York; (3) the insured later changed his domicile to Ha- 
waii, where the company is not licensed and has no offices or agencies ; (4) 
the District Director subsequently records a Notice of Tax Lien in Ha- 
waii covering the insured’s unpaid income taxes but gives no actual notice 
thereof to the company; and (5) the insured, while in New York on a 
visit, requests a policy loan from the company and presents his policy for 
that purpose. This is, of course, an extreme case, but it serves to point up 
the obvious unfairness to the company of applying the constructive notice 
provisions of section 3672 (a) to it in cases where it is in the position of 
assignee. 

In the regular forms of ordinary and industrial life insurance policies is- 
sued to-day there is a contractual provision for a cash surrender value. In 
brief, such provision states that the insured, or the insured and the bene- 
ficiary jointly, or the assignee, will be entitled to a specified sum (gener- 
ally the resery less a surrender charge plus the reserve on any paid-up 
dividend additions less outstanding policy loan indebtedness to the com- 
pany) upon written request and surrender of the policy to the company. 
This transaction cannot properly be termed a “sale” or “purchase”’ of the 
property rights of the parties, although some companies may refer loosely 
to such policies as “purchased policies.” This expression is undoubtedly 
a remnant of the time when such policies contained no provision for cash 
surrender values, and the companies actually did purchase the interests of 
the parties in arm’s-length transactions, obtaining a surrender of the pol- 


icies. Even to-day there may be an arm’s-length transaction resulting in a 


1512 CooLtey, THE Law or Taxation §455 (4th ed. 1924). 
152 Investment & Securities Co. v. Robbins, supra note 137; United States v. Spreckels, 
supra note 132; Reid, supra note 137, at 571; Clark, supra note 114, n..42. 
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“sale” to the insurance company in cases where the transaction takes place 
before the contractual surrender option is operative. 

In George A. Hellman *** the Board of Tax Appeals stated : 

. . . “The words ‘sale or exchange’ are ordinary words of well established 
meaning.” They do not include the surrender of a life insurance or annuity 


contract wherein the insured receives a payment of an obligation according 
to the terms of the insurance policy... . 


In cases of most annuity contracts, however, the contracts will contain 
no provision for a surrender to the company for a “cash value.”’ It would 
appear that any so-called “surrender” of such contracts to the company 
in return for a cash settlement would necessarily have to be the result of 
an arm’s-length transaction or bargain between the company and the owner 
of the annuity, which would result in a “purchase” of the contract by the 
company. In such cases the insurance company would probably be a “pur- 
chaser” *** in the legal sense and might logically be considered such by the 
Government for purposes of section 3672(a), thus being bound by the 
constructive notice effected by the recordation of the Notice of Tax Lien. 


RELEASE AND DISCHARGE OF TAX Liens **® 


On many occasions the taxpayer, after receiving a communication from 
the insurance company to the effect that it has been served with documents 
by the Government placing restraints upon his insurance or annuity inter- 
ests for his unpaid income taxes, will inform the company that such taxes 
have been paid; or he may make an inquiry about a policy loan or cash 
surrender value or request an explanation why his annuity payments or 
disability benefits are not being paid promptly, whereupon he will be in- 
formed of the existence of the tax lien or levy for taxes which he advises 
have been paid. If the company knows that the period of limitations upon 
collection of the tax, as extended,’ has actually expired before the Gov- 
ernment has commenced distraint proceedings or a civil action under sec- 
tion 3678, payment may be made to the taxpayer without question. How- 
ever, if this period has not expired, the insurance company should request 


153 33 B.T.A. 901, 902 (1936) ; italics supplied. To the same effect see Ralph Perkins, 
41 B.T.A. 1225 (1940); Frank Hawkins, 3 TCM 1135 (1944); Frank J. Cobbs, 39 
B.T.A. 642 (1939) ; I.T. 2661, 1932-2 Cum. Butt. 39; G.C.M. 18233, 1937-1 Cum. Butt. 
147; Bodine v. Comm’r, 103 F.2d 982 (3d Cir. 1939) ; I.T. 3567, 1942-2 Cum. Butt. 105; 
Charles Cutler Parsons, 16 T.C. 256 (1951); Simon England, P-H B.T.A. Mem. Dec. 
40,463 ; Donald H. Sheridan, 18 T.C. 381 (1952). 

154 In National Refining Co. v. United States, 160 F.2d 951 (8th Cir. 1947), the word 
“purchaser,” as used in section 3672(a), was defined as “one who, for a valuable present 
consideration, acquires property or an interest in property.” 

155 See Clark, supra note 114; Reid, supra note 137; 102 A.L.R. 1244 (1936); 174 
A.L.R. 1373 (1948) ; Brewster, DistRAINT UNDER FEDERAL REVENUE Laws 41-43 (1937). 
156 See note 132. 








the 
fic 
rec 
ab 
sO! 


fai 
be 
sot 


pa 


iss 
“+h 
the 


fac 
lea: 
am 
rel 


Ta 


dis 
cha 
ma 
is < 


spe 


sub 
tert 
pro 


pai 
pire 
pay 
he 
con 
Dis 

15 


1934 


15 
16 





1954] UNPAID INCOME TAX LIABILITY OF LIFE INSURANCE—ANNUITIES 347 


the taxpayer, who alleges that his taxes have been paid, to furnish a certi- 
ficate of release or partial discharge issued by the District Director. This 
request should go to the taxpayer at the time the company makes the 
abovementioned report to the District Director, giving the Director a rea- 
sonable time within which to commence court action or to serve a Levy 
(or a new Levy) upon the company. As stated, if the District Director 
fails to take such action within such reasonable time, the company should 
be free to pay the taxpayer, without liability under the Code, although 
some companies may prefer to await receipt of the certificate of release or 
partial discharge before making payment. 

Under the Code and Regulations *** the District Director is permitted to 
issue a “certificate of release” of the lien in toto if (a) he finds that 
“the liability for the amount assessed, together with all interest in respect 
thereof, has been satisfied or has become unenforceable by reason of lapse 
of time,” 7.e., unenforceable as a matter of law rather than as a matter of 
fact, or (b) he is furnished a bond (Form 1131 entitled “Bond for Re- 
lease of Federal Tax Lien’) “conditioned upon the payment of the 
amount” and in conformance with the Regulations." The certificate of 
release of the entire lien is Form 669 entitled “Certificate of Discharge of 
Tax Lien Under Internal Revenue Laws.” 

Section 3674 permits the District Director to issue a certificate of partial 
discharge of the tax lien (Form 669A entitled “Certificate of Partial Dis- 
charge of Property From Federal Tax Lien”) if he “finds that the fair 
market value of that part of such property remaining subject to the lien 
is at least double the amount of the liability remaining unsatisfied in re- 
spect of such tax and the amount of all prior liens upon such property.” 
He may also issue such certificate discharging “any part of the property 
subject to the lien’ if there is paid over to him an amount which he de- 
termines is equivalent to the value of the Government’s interest in such 
property. 

Form 669 must be issued by the District Director if the tax has been 
paid or the statute of limitations, as it may have been extended, has ex- 
pired.**° However, Form 669A must be applied for in writing by the tax- 
payer.**° Thus, if the tax debt has been satisfied in full by the taxpayer, 
he should request the District Director to send Form 669 to the insurance 
company ; or, if the tax debt has been partially satisfied, he may request the 
District Director to release only his insurance or annuity interests from 


187 T.R.C. §3763(a) ; T.D. 4275, 1929-2 Cum. Butt. 167, as amended by T.D. 4446, 
1934-2 Cum. Butt. 578, and T.D. 4591, 1935-2 Cum. But. 265. 

188 T.D, 4275 and T.D. 4591, supra note 157. 

159 TD, 4275, T.D. 4446, and T.D. 4591, supra note 157. 

160 Jd, 
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the lien and to send Form 669A to the company. Such certificates are con- 
clusive (in the absence of fraud) evidence of extinguishment of the lien 
upon the property covered by them,*® so that upon its receipt of the cer- 
tificate the company may then make payment to the taxpayer without 
risk of liability. Upon receipt of such certificate releasing the taxpayer’s 
insurance or annuity interests from the restraint of the lien or releasing 
the lien in toto, the company’s Legal Department or Tax Department, as 
the case may be, should advise its payment-authorizing units (including 
field offices) to remove from their records all restraints which had pre- 
viously been placed thereon by reason of the lien. Since distraint is de- 
pendent upon the existence of a tax lien, it is obvious that a certificate of 
release of the entire lien or a certificate of partial discharge thereof as to 
the insurance or annuity interests of the taxpayer will also render the Levy 
ineffective. 

There may be occasions when the District Director may wish to release 
a particular levy without releasing or discharging the underlying lien. For 
instance, he may serve a Levy and make a demand upon a number of third 
parties having property or property rights of the taxpayer in their posses- 
sion. If all of them complied with the Levy and demand, the District 
Director would receive sums which would aggregate more than the unpaid 
tax liability. In such case he may wish to withdraw his Levy and demand 
with respect to one or more of the third parties. There appears to be no 
statutory or published administrative procedure so providing and no offi- 
cial form devised for such cases. There appears to be no reason, however, 
why the District Director cannot merely withdraw or release a particular 
Levy and demand by means of a letter on his official stationery, upon 
which the third party should be entitled to rely. Experience indicates that 
the District Directors actually furnish such letters of release of levies. 


CoNCLUSION 


In summary, to aid in the solution of the problems herein discussed, the 
following suggestions, recommendations, and conclusions are offered : 

1. A federal tax lien should not be effective against an insurance com- 
pany as a third party until it has actual knowledge of the existence of the 
lien by service upon it of the Notice of Tax Lien. The constructive notice 
provisions of section 3672(a) should not apply to insurance companies, 
with the possible exception of arm’s-length transactions which constitute 
actual purchases by them. 


161 ].R.C. §3675; Bowen v. Baker, 35 F.Supp. 852 (E.D.Pa. 1940); Jn re Bowen, 138 
F.2d 22 (3d Cir. 1943), cert. denied, 320 U.S. 799 (1944) ; In re Bowen, 58 F.Supp. 286 
(E.D.Pa. 1944), aff’d, 151 F.2d 690 (3d Cir. 1945). This is not conclusive evidence, 
however, that the tax has been paid. Comm’r v. Angier Corp., 50 F.2d 887 (ist Cir. 1931), 
cert. denied, 284 U.S. 673 (1931). 
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2. Where Notices of Tax Lien, Warrants for Distraint, or Levies are 
served upon an insurance company, the District Directors of Internal Rev- 
enue should be required to identify the taxpayer properly, furnish a policy 
or contract number to the company, and indicate the type of interest held 
by the taxpayer. 

3. The company should establish a central unit, such as the Legal De- 
partment or the Tax Department, to control contract payments in the case 
of tax liens and levies. 

4. The company need voluntarily furnish no information to the District 
Directors pursuant to such documents (except, perhaps, to acknowledge 
receipt thereof) until sums actually become payable by it to the taxpayer. 
Pertinent information regarding the taxpayer’s insurance and annuity in- 
terests can be obtained by the District Director under sections 3614 and 
3615, however. 

5. The company should advise the taxpayer of the fact that it has been 
served with such documents and point out to him generally the restraints 
placed thereby upon his insurance and annuity interests. 

6. If according to state law the taxpayer’s insurance or annuity interest 
is considered to be a property right, such interest in existence at the date 
of demand upon him by the District Director is subject to the lien, which 
is effective as to the taxpayer retroactively to the date the District Director 
received the Assessment List. The lien does not attach to such rights as 
existed at the date the District Director received the Assessment List but 
no longer exist at the date of demand. 

7. State statutes exempting insurance benefits of any type are ineffec- 
tive against federal tax liens and distraint. It is submitted, however, that 
such exemption in some maximum amount should be adopted into the 
Code. 

8. The cash surrender value is not necessarily the value of the property 
rights in the policy for purposes of federal tax liens. 

9. The Government may bring a civil action in equity in the federal 
district court against the taxpayer under section 3678 to foreclose the lien, 
wherein all persons claiming an interest in the property rights sought to 
be subjected to the lien must be joined, and the insurance company may 
be joined, as defendants. 

10. In its decree in such action, the court has the power to order the 
taxpayer to exercise his rights in the insurance or annuity contracts or to 
assign such rights to the United States. If the contracts prohibit assign- 
ment, however, the insurer need not honor any such assignment. 

11. The Government has no power to commence a tax collection action 
in a state court. However, it has a right as a creditor to present its claim 
for unpaid taxes in any state probate, administration, or other similar pro- 
ceedings involving the taxpayer’s property or property rights. 
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12. If a taxpayer has a sole or separable vested interest in an insurance 
policy or an annuity contract, such interest may be distrained and sold by 
the Government. 

13. If the taxpayer and one or more other persons have indivisible 
vested interests in such contract, distraint and sale of the entire contract 
to satisfy the taxpayer’s delinquent taxes cannot be accomplished by the 
Government. It may be possible, however, for the Government to distrain 
and sell only the taxpayer’s interest, if a purchaser could be found for such 
a limited interest. 

14. The insurance company must surrender to the District Director up- 
on demand under section 3710(a) any funds actually due to the taxpayer 
and in “possession” of the company at that time, but the value of rights 
not yet exercised need not be surrendered by the company. 

15. Upon failure to surrender such funds, the District Director may 
commence a penalty action against the company under section 3710(b). 
It is improper for the Government to join any other persons as defendants 
in such action. 

16. The lien will attach to all insurance and annuity interests of the tax- 
payer which he may acquire at any time in the future during the life of the 
lien, but the Jevy will apply only to such interests as exist at the time the 
levy is made, i.e., successive levies must be made in order to reach after- 
acquired interests of the taxpayer. 

17. Certificates of release and partial discharge of liens also render cor- 
responding levies ineffective. The payment-authorizing units of the com- 
pany should be advised of the receipt of such certificates, so that restraints 
upon the taxpayer’s interests may be removed. 

18. If during the life of a tax lien any sums become due and payable 
by the company to the taxpayer, the company should advise the District 
Director of such fact and give him a reasonable time within which to serve 
a Levy (or a new Levy). If the District Director fails to do so within 
such reasonable time, the company should be free to make payment to the 
taxpayer without risk of any liability under the Code. 
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269 N.Y. 247, 199 N.E. 206 (1935), cert. denied, 298 U.S. 669 (1935) ; Mer- 
cantile Trust Co. v. Hofferbert, 58 F.Supp. 701 (D.Md. 1944) ; United States 
v. Dallas National Bank, 56 F.Supp. 181 (N.D. Tex. 1944), rev'd, 152 F.2d 
582 (5th Cir. 1945), rev'd and remanded, 164 F.2d 489 (5th Cir. 1947), aff'd, 
167 F.2d 468 (5th Cir. 1948) ; United States v. Guaranty Trust Co., 76 F.2d 
747 (2d Cir. 1935) ; United States v. City of Greenville, 118 F.2d 963 (4th 
Cir. 1941) ; United States v. Canfield, 29 F.Supp. 734 (S.D.Cal. 1939). The 
same result would undoubtedly be reached by the courts with respect to de- 
ferred settlement of life insurance proceeds payable to the taxpayer but held 
under a so-called “spendthrift” clause. 

46. Spencer, supra note 2, at 80. 

47, FREEDMAN, op. cit. supra note 29. 

81. BREWSTER, op. cit. supra note 2 §8; Note, 45 Yate L.J. 945; (1936) ; 
Note, 49 Harv. L. Rev. 660 (1936) ; Note, 55 Harv. L. Rev. 153 (1941) ; 
Note, 84 U. or Pa. L. Rev. 262 (1935) ; Note, 52 Yate L.J. 928 (1943). 

109. Spencer, supra note 2, at 81; Note, 52 Yate L.J. 928 (1943) ; 142 
A.L.R. 893 (1943) ; Clark, supra note 44 ; Reid, supra note 44, at 568 ; Doogan, 
supra note 2. 
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Notes 


The Sale of a Closely-Held Corporate Business. Every day securities 
of large publicly-owned corporations are traded on stock exchanges with 
clearly foreseeable tax consequences to both seller and buyer. The entirely dif- 
ferent set of tax consequences which may result from the transfer of stock in 
closely-held corporations * is perhaps symptomatic of the differences between 
the two types of business organization. To own stock in a large corporation is 
to own a marketable product with a generally recognized value. Ownership in 
no way involves the stockholder in the active management of the corporation. 
Therefore shares can be freely traded without considering the vast number 
of other stockholders and without bringing the corporation itself into the 
transaction. 

Ownership in a closely-held corporation, on the other hand, is generally 
valuable only in so far as that ownership results in the active control of the 
corporation’s management. Buyers of such stock are not interested in a few 
shares ; they desire either complete ownership or sufficient ownership to create 
a type of partnership status in the corporate structure. Tax problems result 
because frequently the buyer does not have sufficient cash to pay in full for 
the large block of stock he requires to assume control of the corporation. Some 
type of arrangement must be evolved therefore which enables the buyer to ob- 
tain control immediately and the seller promptly to receive most of his money 
out of a business that he no longer operates. Since the buyer’s resources will 
be tied up almost exclusively in the corporation, it is generally to the corpora- 
tion that both buyer and seller will look as a source of funds to complete the 
transaction. 

Each party’s tax objectives, like their economic aims, are not difficult to de- 
fine. The seller, who has made an original investment in the corporation, wants 
to take his gain, if any, at long-term capital gains rates and, if possible, spread 
his gain over a period of more than one taxable year.? The buyer’s tax prob- 
lem arises when money is withdrawn from the corporation to pay his obliga- 


1In dealing with the problems relating to the sale of a closely-held corporation, most 
commentators have confined their discussions to the questions posed by the case of Comm’r 
v. Court Holding Co., 324 U.S. 331 (1945). See, e.g., Bird, The Purchase of a Corporate 
Business, 28 Tex. L. Rev. 646 (1950) ; Income Tax Project of the American Law Insti- 
tute; Partnerships, Corporation, Sale of a Corporate Business, Trusts and Estates, For- 
eign Income and Foreign Taxpayers, 66 Harv. L. Rev. 1161 (1953). This discussion will 
be confined to stock transfers only. 

2 He will, therefore, attempt to frame the transaction so that it meets the requirements 
of section 44, provided, of course, that business considerations permit such an arrange- 
ment. See Jenks, How to Make Effective Use of Installment and Other Sales Mecha- 
nisms to Reduce Taxes in PROCEEDINGS OF NEw York UNIVERSITY SIXTH ANNUAL INSTI- 
TUTE ON FEDERAL TAXATION 467 (1947). 
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tions to the seller. The buyer’s tax aim will be to pay no tax at all on this part 
of the transaction. A further tax objective of the buyer is to reduce corporate 
earnings from which dividends can be drawn which would be taxed as ordinary 
income.® 


PossIBLE SOLUTIONS 


(1) Installment sales to purchaser with stock held in escrow. One obvious 
method of handling the transfer is simply to arrange an installment sale be- 
tween the two parties. To the extent that the buyer has available funds, he 
will purchase stock outright, the balance being paid over an agreed period of 
time pursuant to the buyer’s personal notes. The buyer is empowered by the 
agreement to vote the stock, but in order to protect the seller provision is made 
for keeping the shares in escrow until payment is made in full. This method, 
although seemingly simple, has both business and tax consequences that seri- 
ously impair its adoption. If the buyer must look to the corporation for funds 
to pay the seller, the buyer almost certainly runs the risk of having such pay- 
ments treated as taxable income to him. The buyer might attempt to make 
payment by causing the corporation to declare dividends on the stock held in 
escrow. For these dividends to benefit the buyer, the agreement should pro- 
vide that they be set off against the purchase price.* It is precisely this arrange- 
ment which will almost certainly result in the dividend’s being included in the 
buyer’s income under section 115(a) and section 22(a). 

At one time this was a hotly contested issue, a Bureau Ruling in 1924 hold- 
ing that such dividends were taxable to the seller, not the buyer, even though 
they were used to reduce the purchase price.® A steady line of decisions,*® how- 
ever, culminating in the recent case of Northern Trust Co. v. United States," 
seems to have established that dividends on stock held in escrow, when used 
to reduce the purchase price, will be considered income to the buyer.*® 


3 A purchaser who buys stock usually runs the risk that future redemptions of stock, or 
distributions of any kind will be considered as dividends under section 115(a) because of 
the existence of earnings and profits. It was the desire to eliminate this pool of earnings 
and profits that led to the Zenz case. See note 24 infra. For a good general discussion 
of this problem, see Albrecht, “Dividends” and “Earnings and Profits,’ 7 Tax L. Rev. 
157 (1952). 

4 See De Guire v. Higgins, 159 F.2d 921 (2d Cir. 1947) ; Moore v. Comm’r, 124 F.2d 
991 (7th Cir. 1941). 

57.T. 1958, III-1 Cum. Butt. 111 (1924). 

6 Moore v. Comm’r, 124 F.2d 991 (7th Cir. 1941) ; Lee v. Comm’r, 143 F.2d 4 (7th Cir. 
1944) ; De Guire v. Higgins, 159 F.2d 921 (2d Cir. 1947) ; Northern Trust Co. v. United 
States, 193 F.2d 127 (7th Cir. 1951) ; Estate of Arthur L. Hobson, 17 T.C. 854 (1951). 
See Note, 20 So. Cauir. L. Rev. 385 (1947). 

7193 F.2d 127 (7th Cir. 1951). 

8 If, however, the corporation agrees to purchase the stock, with payments to be made 
contingent on future dividends, there will probably be no tax to the buyer, since he is not 
a party to the transaction. Recently the Commissioner sought to tax the seller as the 
recipient of an ordinary dividend. The Tax Court held that the seller had made a defi- 
nite sale of his shares to the corporation and therefore was entitled to capital gains rates. 
The Court felt that it was unnecessary to consider section 115(c), on the ground that the 
result “would have been the same.” Raymond T. Marshall, 20 T.C. No. 137 (1953). 
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This conclusion seems to conform to the economic facts of the transaction. 
If the dividend is applied against the selling price, the seller would appear to 
be receiving not a return on his investment but rather a portion of the agreed 
price for his holdings. If one considers a dividend to be a payment made to a 
stockholder which does not materially affect his ownership rights, it would be 
improper to tax as a dividend payments which in fact reduce the seller’s 
equity in the corporation. Of course, if the original sale of stock was really a 
sham and the dividend payments merely a form of splitting income between a 
high-income seller and a low-income buyer, then a court could be expected to 
hold that the seller still “owns” the shares, for purposes of determining the 
dividend recipient.? Assuming a bona fide sale, however, the buying share- 
holder can be fairly certain that he will be taxed to the full extent of the de- 
clared dividend even though the shares themselves are held in escrow. 

(2) Sale of part of stock and redemption of balance from the corporation. 
The chief difficulty with the first proposal is the problem of getting money from 
the corporation to the seller without causing the buyer to be taxed as the recip- 
ient of a dividend. To avoid such taxation, the buyer may purchase shares 
from the seller with his available cash. The profit, if any, on the sale of these 
shares will be taxed to the seller at capital gains rates. The selling stockholder 
may then cause the corporation to redeem his remaining shares for the value 
agreed upon. The corporation may pay cash to the extent of its available liquid 
funds, giving the retiring shareholder notes for the balance, which he may 
either discount, if he desires ready cash, or hold until the corporation gradu- 
ally pays off its obligation out of future earnings and profits. From the seller’s 
point of view the redemption would appear to qualify as a partial liquidation 
under section 115(c) and therefore taxable at capital gains rates.1° Although 
section 115(g) seeks to tax as dividends all liquidations which are “essentially 
equivalent” to dividends,“* the Regulations would seem to exempt this type 
of transaction.’* Thus, with the seller taxed at capital gains rates and the 





9 Jeannette W. FitzGibbon, 19 T.C. 78 (1952). 

10 Section 115(c) provides that amounts distributed in complete or partial liquidation of 
a corporation’s stock shall be considered as proceeds of a sale or exchange for the shares 
of stock and therefore entitled to treatment as a sale of a capital asset. For a brief his- 
torical discussion of the changing treatments accorded partial liquidations, see Murphy, 
Partial Liquidations and the New Look, 5 Tax L. Rev. 73, 75-6 (1949). See also, Dar- 
rell, Corporate Liquidations and the Federal Income Tax, 89 U. or Pa. L. Rev. 907 (1941). 

11 Although section 115(g) now consists of three paragraphs, references to section 
115(g) in this discussion will be to the first paragraph only which, until the Revenue Act 
of 1950, constituted the complete section. For a general discussion of section 115(g), see 
Bittker and Redlich, Corporate Liquidations and the Income Tax, 5 Tax L. Rev. 437, 
455 (1950) ; Nolan, The Uncertain Tax Treatment of Stock Redemptions: A Legislative 
Proposal, 65 Harv. L. Rev. 255 (1951). 

12 Reg. 118, Sec. 39.115(g)-1 provides that whenever all the shares of a stockholder 
are redeemed, the distribution shall not be considered essentially equivalent to a dividend. 
The purpose of this regulation is to enable a particular shareholder to sell his complete 
interest without running the risk of accumulated earnings and profits being taxed as divi- 
dends. This would seem to coincide with the generally accepted view that a redemption 
which involves a substantial change in proportionate ownership will not be subjected to 
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buyer not taxed at all, this solution would appear to be perfect. The Commis- 
sioner and the courts, however, have raised some formidable obstacles. 
Least formidable of these obstacles under existing law is the possibility that 
the amounts distributed in redemption of the seller’s shares might be con- 
sidered a dividend to the buyer. The origin of this contention is to be found 
in the case of Wall v. United States.* There the Seventh Circuit Court held 
that where the corporation had assumed a personal obligation of the buyer, the 
distributions in redemption of the seller’s shares should be considered divi- 
dends to the buyer. Under the broad language of section 115(g), the conclu- 
sions of the Wall case appear well justified. If a corporation pays a stock- 
holder’s personal debt, few would question that the payment of this debt would 
be considered a dividend to the stockholder.* It requires but a short step to 
conclude that the payment of a stockholder’s personal obligation, when done in 
the form of a stock redemption, comes clearly within the scope of section 
115(g), which taxes distributions “essentially equivalent” to a dividend. 
Having established this point, the Commissioner then sought to tax the buy- 
ing shareholder even in the absence of a personal obligation. The theory seems 
plausible. A person who buys a large portion of a closely-held corporation and 
then causes the corporation to give notes for the value of the remaining shares 
comes very close to assuming a personal obligation to pay that debt out of 
future earnings and profits. Writers who accept this position have felt that 
the economic facts are generally quite similar to the Wall case.1*° They argue 
that the buyer is so closely identified with the future operations of the cor- 
poration that it seems unrealistic to conclude that no personal obligation exists. 
Furthermore, where there is an agreement to redeem stock out of future earn- 
ings, the buyer is reaping such benefit from the redemption that he should be 
considered a dividend recipient regardless of the absence of a personal obliga- 
tion to pay.*® Such earnings, which will have accumulated while the buyer is in 
complete control of the business, will enable him to gain full ownership. This 
is quite different from the case where the seller removes at one time the earn- 
ings and profits which had accumulated during his period of ownership. The 
incoming shareholder had nothing to do with these earnings and one could not 


the tax rigors of section 115(g). It also accords with one of the historical origins of sec- 
tion 115(c) to the effect that a redemption of stock by a corporation was quite similar 
to the sale of stock by one shareholder to another shareholder. While this analogy is 
not always true, it is most nearly true in cases where a shareholder has sold out his com- 
plete interest to the corporation. 

13 164 F.2d 462 (4th Cir. 1947) ; Note, 46 Micu. L. Rev. 1002 (1948). 

14C, G. Merrill, 7 TCM 501 (1948). 

15 See Note, 53 Cor. L. Rev. 881 (1953). 

16 Actually, this approach is similar to that which pervades the line of cases typified by 
De Guire and Northern Trust cases, note 6 supra. In these cases the payments were made 
from the corporation to the retiring shareholder in the form of dividends on shares which 
the buyer had agreed to purchase. The situation in Ray Edenfield, discussed infra, appears 
to differ only in that the payments were in the form of the redemption of shares which 
were to be returned to the corporation. In each case, the earnings and profits, accumu- 
lated after the entry of the new owner, were to be used to enable him to obtain complete 
ownership of the corporation. But see note 21 infra. 
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say that the removal of these earnings from the corporation is a direct benefit 
to him. They accumulated under the aegis of the seller, and he is permitted to 
remove them from the corporation at capital gains rates under section 115(c). 

Some have approached the problem in a more formalistic manner, arguing 
that the corporation is in effect acting as the agent of the buyer in assuming 
his obligation.*’ If the reasoning of the Wall case is to be applied in a situation 
where there is no distinct personal obligation, the economic arguments would 
appear far more cogent. Whether or not the corporation is deemed to be the 
agent of the buyer is less important than whether the buyer’s close relation- 
ship with the corporation makes the latter’s obligation his own. 

Despite these arguments, the point now seems well established that in the 
absence of a direct personal obligation by the buyer, distributions by the cor- 
poration in redemption of the seller’s shares will not constitute a dividend to 
the buyer under section 115(g).1* This would probably be the rule even if the 
buyer were to assume a contingent obligation to meet the payments of the cor- 
poration should it for any reason be incapable of paying.?® 

A recent case dealing with this issue was Ray Edenfield,®® which involved 
the purchase of a hotel corporation. The buyer bought 18 per cent of the stock 
of the sole shareholder ; the balance was redeemed with notes secured by a 
mortgage. As the notes were paid off, the Commissioner sought to tax the 
purchaser as recipient of a dividend under section 115(g). Rejecting the rea- 
soning of the Wall case, the Tax Court held that the corporation, not the buyer, 
was the true debtor. Since no obligation of the buyer was discharged, there 
could be no benefit to him from the distribution. Subsequent acquiescence by 
the Commissioner in Edenfield indicates that ‘»r the present at least the risks 
inherent in the Wall case can be avoided by framing the redemption strictly as 
a corporate obligation. And while this distinction might appear on the surface 
to be merely a formalistic one, it is certainly consistent with the theory of 
corporate taxation which draws a sharp line between the corporation and the 
shareholder. If corporate profits are taxed both at the corporate level and 


17 Kennedy, Section 115(g) and the Disposition of Closely-Held Interests in PRocEED- 
tncs OF New York University E1iGHtTH ANNUAL INSTITUTE ON FEDERAL TAXATION 
396 (1949). 

18 Fox v. Harrison, 145 F.2d 521 (7th Cir. 1944) (stock redeemed held not taxable 
under section 115(g) on the ground that corporation was not discharging personal ob- 
ligation of buyer; case discussed in Wall v. United States, 164 F.2d 462 (4th Cir. 1947) 
and distinguished on this ground); Fred F. Fischer, 6 TCM 520 (1947) (where cor- 
poration redeems the stock of one shareholder, there is no taxable income to the remain- 
ing shareholder in the absence of a personal obligation to purchase the stock) ; Ray Eden- 
field, 19 T.C. 13 (1952), discussed infra. 

19 Whether a contingent obligation to pay might result in taxable income to the buyer 
is discussed in Raum, Stock Purchase Agreements Among Stockholders of Close Cor- 
porations in ProceepINGs oF NEw York UNIversiITy EIGHTH ANNUAL INSTITUTE ON 
FeperAL TAXATION 702, 706 (1949). No case has ever extended the Wall doctrine to 
this point. In the Edenfield case, discussed infra, the buyers pledged their stock as se- 
curity for the corporation’s obligation. This fact did not affect the decision. 

2019 T.C. 13 (1952) Acq., 1953 Int. Rev. Buty. No. 13 at 1 (1953) ; Note, 53 Cor. L. 
Rev. 881 (1953). 
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when they are received as dividends, without distinction between small and 
large corporations, then it does not appear unreasonable to maintain this dis- 
tinction in determining whether the corporation or the shareholder has assumed 
an obligation to pay.” 

Until recently the type of situation obtaining in the Wall case was consid- 
ered to be the only serious tax risk involved in handling the transaction as a 
sale followed by a complete redemption of the remaining shares. There was 
little doubt that the seller would have capital gains. Certainly section 29.115-9 
seemed quite clear on this point.” In 1952, however, an Ohio district court 
threw this entire field into confusion when it decided the case of Zenz v. 
Quinlavan.**> Mrs. Zenz, the widowed owner of a corporation, was about to 
sell out to a prospective buyer, when she was advised by the buyer that he did 
not wish to assume the tax liabilities which he felt were inherent in the ac- 
cumulated earnings and profits of $48,000. In an effort to eliminate these earn- 
ings and profits as a source of future taxable dividends,™ the buyer purchased 
45 per cent of the stock for $37,000. Three weeks later the corporation re- 


21 Nor should it make any appreciable difference to the buyer whether the seller is paid 
off with earnings that had accumulated before he bought into the corporation or with earn- 
ings that accumulate subsequently. If the corporation gives notes to the retiring share- 
holder, the net worth of the corporation declines instantly by the amount of the notes, 
as it would if the entire amount were paid out in cash. In one situation the buyer is using 
future earnings to retire a corporate obligation; in the other situation he uses the earn- 
ings to build up the net worth back to the level reached before the original owner decided 
to sell out. It is difficult to justify different tax treatment based on this distinction. 

22 “On the other hand, a cancellation or redemption by a corporation of all of the stock 
of a particular shareholder, so that the shareholder ceases to be interested in the affairs 
of the corporation, does not effect a distribution of a taxable dividend.” Reg. 111, Sec. 
29.115-9, now Reg. 118, Sec. 39.115(g)-1. 

23 106 F.Supp. 57 (N.D.Ohio 1952), on appeal, 6th Cir. See Note, Corporate Dividends 
and Distributions, 66 Harv. L. Rev. 537 (1953) ; Mandell, Double Taxation Under Section 
115(g), 31 Taxes 208 (1953). 

24 An interesting sidelight of the Zenz case is that even if the transaction had been 
treated as a section 115(c) liquidation, neither the expectations of the taxpayer nor the 
fears of the Court in regard to the earnings and profits would have been realized. Under 
the rule of Helvering v. Jarvis, 123 F.2d 742 (4th Cir. 1941), the amount distributed in 
liquidation could not have been completely charged to earnings and profits. Before a charge 
can be made to earnings and profits, the amount properly chargeable to capital stock must 
first be entered. This would probably be the paid-in value of the shares. It is possible 
that if the amount distributed is sufficiently large, it can cover the paid-in value of the 
redeemed shares as well as all the corporate earnings and profits. This could happen 
where redemption price includes an amount for good will. However, this did not occur 
in the Zeng case, where the redemption distribution was approximately equal to the ac- 
cumulated earnings and profits. Inasmuch as some amount had to be charged to capital 
stock before a charge could be made to earnings and profits, the Court’s fear that all the 
earnings and profits would be eliminated was unfounded. If the framers of the transac- 
tion in Zenz had increased the amount distributed on each redeemed share and lowered 
the amount paid on each share sold, there would have been a complete elimination of 
earnings and profits. Instead, the price paid per share in both transactions was the same. 
This would appear to place the transaction in a better light than the Court indicated. See 
Albrecht, supra note 3. é 
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deemed the remaining 55 per cent of Mrs. Zenz’s shares for $48,000, the ap- 
proximate amount of the accumulated earnings and profits. Mrs. Zenz appar- 
ently felt confident that by adding a second stockholder before the redemption, 
she was safely within the protective language of section 29.115-9. 

The Court, however, ruled that this redemption was essentially equivalent to 
the distribution of a dividend and was therefore taxable in full as ordinary 
income to the extent of post-1913 earnings and profits. The Court reached 
its decision by analyzing the “net effect” of the transaction. In its view the two 
separate transactions represented a scheme to remove earnings and profits from 
the corporation at low tax rates. It rejected the contention that this was a 
partial liquidation under section 115(c), stating that in the absence of a con- 
traction of corporate activities, section 115(c) could have no application. The 
Regulation which appeared to cover the situation was dismissed on the ground 
that the “net effect” was a single operation to avoid taxes and remove earnings 
and profits. 

Although not specifically mentioned, the Court might probably have been 
influenced also by the fact that if the redemption of 55 per cent had occurred 
first, followed by the sale of the remaining shares, section 115(g) at first 
glance would seem applicable.?* In that event, there would have been only one 
stockholder redeeming part of his stock. Since this would have left his propor- 
tionate ownership unchanged, it would appear to be the type of transaction 
barred by section 115(g).?7 Proceeding from this premise, therefore, the Zenz 
transaction seems to be merely a change :n form by which the sale to the buyer 
occurred first, followed by the redemption. The Court unquestionably felt that 
this slight change in form should not be permitted to result in such a far-reach- 
ing tax change.*® 

Despite this appealing argument, there is little question that the Zenz case 
flies in the face of the rather clear language of the Regulations and the gener- 
ally accepted meaning of the Code.*® The Zenz decision seems to be incorrect 


25 It is interesting to consider the basis problem that must have arisen as a result of 
the Zenz decision. When Mrs. Zenz sold her shares to the new stockholder, she unques- 
tionably reported as capital gain the difference between the paid-in price of, and the 
amount she received for, each share. However, if the subsequent distribution is taxed 
in full as a dividend, then the basis of these shares should be added to the basis of the 
shares sold, thus lessening the amount of the capital gain. Since Mrs. Zenz was left with- 
out shares in the corporation, there appears to be no way by which she could recover the 
basis which she lost as a result of the application of section 115(g). This is perhaps an 
additional reason why section 115(g) should not be applied in cases where the shareholder 
is divesting himself completely of corporate ownership. 

26 But see p. 363 infra. 

27 Comm’r v. Roberts, 203 F.2d 304 (4th Cir. 1953) [taxpayer acquired shares and re- 
deemed the acquired shares one year later; since no change in proportionate ownership, 
distribution was held taxable under section 115(g)]; Hirsch v. Comm’r, 124 F.2d 24 (9th 
Cir. 1941) (section 115(g) held applicable because, among other reasons, no change in 
proportionate ownership). See Note, 66 Harv. L. Rev. 537 (1953). 

28 Although the Court in the Zenz case did not spell out this argument in detail, it did 
say that it would view the events as a “single transaction” in determining the “net effect.” 

29 Carter Tiffany, 16 T.C. 1443 (1951); Sarah A. Young, 4 TCM 982 (1945). Because 
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and should be reversed on appeal.*° The underlying fallacy of the Zenz opin- 
ion is its failure to recognize that section 115(c) contemplates the removal, un- 
der certain circumstances, of earnings and profits in exchange for the share- 
holder’s stock. Section 115(c) is a clear exception to the general rule of sec- 
tion 115(a) that all distributions of earnings and profits are to be taxed as a 
dividend.** The theoretical justification for section 115(c) is that which un- 
derlies all capital gains taxation.** A person who has invested in a business 
which has been accumulating earnings over many years should not be expected 
to pay a full ordinary income tax in the one year when he removes his invest- 
ment and realizes his gain. This gain, it is argued, is not a fair measure of his 
income in the year of liquidation but is properly attributable to each year in 
which the corporation accumulated profits. Since a stockholder is not taxed 
unless there is an actual distribution of corporate property, the favorable capi- 
tal gains rates present the only equitable method of reducing the tax impact 
of a corporate liquidation and of making the tax treatment conform to the 
economic realities. Once this basic fact is understood, there is no ground for 
condemning the transaction in Zenz merely because earnings and profits have 
been removed. That was the precise intention of section 115(c).** It is imma- 
terial whether the amount of the redemption was less than, equal to, or greater 
than, the accumulated earnings and profits. It would be hard to see the value 
of section 155(c) if redemptions were held to be dividends because earnings 
and profits were removed. 

Nor can there be any merit in the Court’s contention that section 115(c) 
applies only if there has been a contraction of business activity. Section 115(i) 


the Regulations seem to have covered the case of a stockholder who divests himself of all 
interest in the corporation, there are not many reported cases where the Commissioner has 
sought to impose a tax under section 115(g). During the years when partial liquidations 
were treated as short-term capital gains, this type of situation was generally handled by 
the courts as a “sale,” thus removing it completely from the “partial liquidation” category. 
See Bittker and Redlich, supra note 11, at 458. Under the present Code, however, this 
distinction is unnecessary, unless the result in Zenz is adopted as official Treasury policy. 
In that event, we might once again see these transactions designated as “sales” by lawyers 
and courts in order to avoid the entire section 115(g) question. 

30 The Zenz case has been appealed to the Sixth Circuit Court. 

31In Kirschenbaum v. Comm’r, 155 F.2d 23 (2d Cir. 1946), it was suggested that per- 
haps section 115(g) eliminated this exception and that all earnings and profits distributed 
in partial liquidation might be taxed as dividends. This position has been sharply criti- 
cized. See Bittker and Redlich, supra note 11, at 475; Danzig, Distributions in Liquida- 
tions and Reorganizations—Their Tax Consequences, 26 Taxes 645 (1948). It is be- 
lieved here that no reported case has ever imposed a tax under section 115(g) solely 
because of the distribution of earnings and profits. Even the Court in Zenz was forced 
to give other reasons. 

82 Miller, The “Capital Asset” Concept: A Critique of Capital Gains Taxation, 59 YALE 
L.J. 837 (1950). j 

38 Murphy, supra note 10. At the time capital gains treatment was accorded to partial 
liquidations, section 115(g) was mentioned by the House Ways and Means Committee 
as the means by which those distributions of earnings which were essentially equivalent 
to dividends would be taxed as ordinary income. H.R. Rep. No. 2333, 77th Cong., 2d 
Sess. (1942), 1942-2 Cum. Butt. 372, 412. 
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defines partial liquidations as meaning cancellations or redemptions of stock. 
A complete liquidation is a complete cancellation or redemption; a partial 
liquidation is a partial cancellation or redemption. Nothing is said about con- 
tractions of corporate activity. Where, then, did the Court find this contrac- 
tion test? The answer is found in the interpretation of section 115(g),°* the 
companion to section 115(c). Obviously, many redemptions could merely be 
dividends in disguise ; section 115(g) was placed in the Code to prevent sec- 
tion 115(c) becoming a flagrant loophole.** An important test used by courts 
to determine whether a distribution is essentially equivalent to a dividend is to 
see whether there has been a contraction of business activity.*® If there has 
been such a shrinkage, as, for example, the giving up of a particular line or 
the disposal of a plant, the taxpayer will have a strong basis for arguing that 
the redemption was not essentially equivalent to a dividend. The theory is 
that a complete liquidation represents a complete cessation of corporate ac- 
tivity ; a partial liquidation can therefore be proved by showing that there has 
been a partial cessation of corporate activity. It is one thing to use the con- 
traction test as an aid in determining whether there has been a distribution in 
liquidation essentially equivalent to a dividend ; it is quite another thing, how- 
ever, to maintain that only transactions involving a business shrinkage qualify 
under section 115(c). True, section 115(g) has enabled the courts to narrow 
the area within which redemptions will be considered as partial liquidation for 
purposes of capital gains treatment. But there is nothing in the history or lan- 
guage of the statute or the Regulations or in the reported cases to justify a 
narrowing of section 115(c) to include only corporate shrinkages. 

Similarly, the Court’s reference to “net effect” is another misplaced applica- 
tion of a judicial standard. In analyzing redemptions, courts usually state that 
they will look to the “net effect” of the distribution to determine whether there 
has been a disguised dividend.*? What courts mean by “net effect” is a sub- 
ject in itself.** The important point to consider here is that the net-effect test 
is applied to see whether the distribution of earnings and profits is essentially 
equivalent to a dividend. If courts were to hold that all redemptions are divi- 
dends because the net effect was a distribution of accumulated earnings, it 
would in fact repeal section 115(c), which contemplates the distribution of 
such earnings.*® 

The more potent argument which can be advanced in favor of the Zenz de- 


34 See Nolan, supra note 11; Bittker and Redlich, supra note 11, at 475. 

35 See H.R. Rep. No. 2333, op. cit supra note 33. 

86 Samuel A. Upham, 4 T.C. 1120 (1945); Albert T. Perkins, 36 B.T.A. 791 (1937); 
Joseph W. Imler, 11 T.C. 836 (1948). 

87 The “net effect” test pervades the entire line of section 115(g) cases. Its chief use 
was as a counterweight to the arguments that there could be no disguised dividend as 
long as there was no corporate intent to avoid taxes. Smith v. United States, 121 F.2d 
692 (3d Cir. 1941). 

88 The tests for determining “net effect” are outlined in Bittker and Redlich, supra note 
11, at 468-471. 

39 See notes 31 and 33 supra. 
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cision relates to the “step” nature of the transaction. At first glance it appears 
naive to accord favorable tax treatment to a transaction merely because step 
“two” follows step “one,” while accepting without question that a different 
result would follow if the steps were reversed. Especially is this true in the 
case of closely-held corporations where the parties would arrange the trans- 
action in any form that would minimize taxes on both sides. Does not this 
place an undeserved premium on form over substance? Close analysis, how- 
ever, reveals the weakness in this seemingly strong prop for the Zenz hold- 
ing. If the redemption had come first, there might be valid reason for taxing 
the distribution as a section 115(g) dividend. The shareholder’s intent to re- 
tire from the business would be strictly a matter for the future. An outsider 
looking at the facts of this initial transaction would see a sole stockholder who 
has maintained his ownership position unchanged and who has removed earn- 
ings and profits. The business would continue, and there is every reason to 
believe that all future earnings would accrue to the benefit of the sole stock- 
holder. This type of situation would appear to call for a dividend tax under 
section 115(g). On the other hand, the sale first, followed later by a redemp- 
tion, reveals clearly that the seller is disposing of his complete holdings in the 
corporation—the precise situation covered by section 29.115-9. To allow such 
a shareholder to receive the benefit of capital gains rates would seem to con- 
form to the intent of section 115(c), that investors who dispose of their entire 
holdings should be permitted to recoup their gain at more favorable tax rates. 
To worship form alone is, of course, undesirable, but when the prescribed 
method conforms to the intent of the statute and, in fact, may be necessary to 
effectuate the purpose of the statute, it would appear proper that form be 
given the importance denied it in the Zenz case. 

Nor can one be certain that the basic premise of the Zenz decision is cor- 
rect, i.e., the redemption, if it had occurred first, would be subjected to a tax 
under section 115(g). If the intent of section 115(g) is to tax only those 
distributions which are disguised dividends, then it would appear that it has 
no application to any transaction where the end result is the complete retire- 
ment of a stockholder from the corporation. What difference should it make 
whether the redemption occurred before or after the sale, when the transac- 
tion viewed in its entirety indicates that the stockholder has sold out his inter- 
est completely? If the redemption were considered singly, there would be 
compelling reasons for applying section 115(g). That is not the Zenz situa- 
tion however. Both aspects of the Zenz transaction occurred in the same tax- 
able year. Even if the redemption had occurred first, it would have been plain 
to anyone auditing the return that the ultimate aim of the transaction was to 
buy out Mrs. Zenz through the subsequent sale. Under those circumstances, 
there would have been good reason to argue against the application of section 
115(g), which assumes that the shareholder receiving the distribution will re- 
main in the corporation. If this is true, then there is even less reason for ap- 
plying section 115(g) to a situation like the Zenz case where the parties actu- 
ally complied with the literal language of the —_—— and staged the 
redemption after the sale. 
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However one may view the Zenz case, it exists. District court opinions may 
have little weight, but a practitioner cannot completely disregard them in plan- 
ning transactions. As long as the Zenz case stands, all redemptions which 
follow shortly after the entry of a new shareholder might possibly fall under 
its shadow. This procedure, therefore, for selling out a corporate interest is 
now under serious question. What are the alternatives? How can the Zenz 
decision be avoided and at the same time the desired economic results be 
achieved? One possible alternative is for the buyer to pay the business what- 
ever cash he has in exchange for a certain amount of new stock. Then the 
corporation can redeem all the shares of the seller, paying in cash the amount 
contributed to the corporation by the buyer, plus any additional cash it can 
spare, and paying the balance in the form of notes. It is apparent that this 
transaction differs from the Zenz situation in form only. A court which viewed 
the Zenz situation unfavorably could scarcely be expected to look with favor on 
a plan by which the buyer, instead of acquiring his shares from the seller, ac- 
quires them from the corporation. In either event, the purpose of the buyer’s 
acquisition of shares was to fit within section 29.115-9. Prior to the Zenz case 
each transaction would have appeared safely within the Regulations ; after the 
Zenz case each appears equally in doubt. 

Another possibility is to have the buyer purchase as many shares from the 
seller as he can afford, which is followed by a recapitalization, when the seller 
exchanges all his common stock for non-voting preferred stock.*° This non- 
voting preferred stock might be redeemed at a later date or might possibly be 
used by the seller as collateral for an outside loan should he desire ready cash. 
Closer examination of this solution, however, reveals some serious drawbacks. 
The seller is severely handicapped if he wants immediate cash. Although banks 
might lend some money against preferred stock, the amount will not approach 
the value of the shares, for stock in a closely-held corporation has no ready 
market value. If the preferred stock is immediately redeemed for notes, the 
Zeng situation has been repeated, with the minor variation that instead of re- 
deeming the original common, the corporation redeems preferred stock which 
had just been taken by the shareholder in exchange for the original common. 
And if the shareholder is willing to hold his shares and wait for a later re- 
demption, he need not have gone to such complicated lengths. The greater the 
period of time between the entrance of the new shareholder and the departure 
of the old one, the greater the likelihood that section 29.115-9 rather than the 
Zenz result will apply.*t None of the solutions mentioned here really provides 
a way to avoid the Zenz result and at the same time enable the seller to retire 
with either cash or marketable notes.** 


40 The attempt would be to come under the definition of “reorganization” in section 
112(g) and thus qualify as a tax-free exchange under section 112(b) (3). 

41 Section 115(g) would appear as a bar to redeeming the preferred shares gradually, 
since each redemption by the corporation would probably be considered by the Commis- 
sioner as a distribution which removes earnings without materially altering the share- 
holder’s interest in the corporation. 

42 Consideration of this problem would be interesting if there were more than one stock- 
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CoNCLUSION 


The process by which ownership of a corporation can change hands is not 
always easy. If the buyer has all the necessary cash no problem arises. If, 
however, he must look to the corporation as a source of part of the price, 
complications arise. The buyer can avoid trouble by entering into no personal 
obligation to make further payments; such obligations should be strictly be- 
tween the seller and the corporation. As for the seller, until the Zenz type 
of situation is clarified, he should not enter into a transaction which resembles 
it too closely. He would be well advised to allow a sufficient interval of time 
to elapse so that his departure cannot be considered as being simultaneous 
with the buyer’s arrival. The length of time is hard to determine. One can 
only say that in Mrs. Zenz’s case three weeks was too short. 

—NormMaAn ReEDLICcH * 


holder at the outset. If Mrs. Zenz’s husband were alive, she could have transferred to 
him as many shares as the buyer could afford to purchase. These shares could then have 
been sold to the buyer. Upon the subsequent redemption of Mr. Zenz’s shares, it would 
be hard to argue that the buyer was brought in merely to bring the transaction under 
section 29.115-9. Under these circumstances, Mrs. Zenz could strengthen her position fur- 
ther by redeeming her shares first. Since all her shares would thus be redeemed, she would 
appear to qualify under the section. Her husband could then simply sell the shares which 
he had received from his wife. 
* Member of the New York Bar. 








Book Review 


An EstaTE PLANNER’Ss HANDBOOK 
(2d ed.). By MAYO ADAMS SHATTUCK 
AND JAMES F. FARR. Little Brown & 
Company, Boston, Mass., 1953. Pp. 
xxv, 610. $10.75. 


Legal education subdivides the law, 
quite arbitrarily, into such little com- 
partments as “Wills,” “Trusts,” “Ac- 
counting for Lawyers,” “Insurance,” 
“Decedents’ Estates,” ‘Taxation,” 
“Conflict of Laws,” “Corporations,” 
“Partnerships,” and “Domestic Rela- 
tions.” The creation of an estate plan 
is a real challenge, involving an inte- 
grated application of some or all of 
these subjects. It is small wonder that 
the authors come to their subject with 
uninhibited enthusiasm. This enthu- 
siasm, combined with their acknowl- 
edged experience in most of the as- 
pects of estate planning, has resulted 
in the publication of this excellent 
handbook. 

The handbook is divided into two 
parts. This first half of the handbook 
is a text; the second half is devoted 
to illustrative forms of estate plan- 
ning instruments. 

At the very outset we are advised 
that estate planning is a team job in- 
volving the client, the lawyer, the 
investment counselor, the insurance 
adviser, and the accountant. Unfor- 
tunately, the authors hedge the deli- 
cate issue whether the lawyer or the 
accountant should be the tax adviser. 
It is submitted that advice concern- 
ing the estate and gift taxes and the 
income taxation of trusts should 
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clearly have been allocated to the law- 
yer. The lawyer, as captain of the 
team, is warned, quite properly, that 
his competence is necessarily limited 
and that he should solicit the aid of 
the other members of the team. It is 
expected that they in turn will seek 
his assistance. In addition to being 
good business, it is ideally suited to ac- 
complish the best result for the poten- 
tially deceased client. 

The handbook then provides quick 
sketches of the estate planning prob- 
lems of a typical young man, a typical 
business man in his prime, and a typi- 
cal person of wealth. With this brief 
outline of the emphases which must 
be employed by the estate planner at 
the different stages of his client’s life 
and a caveat on the subject of getting 
all the facts, we then come to the meat 
of the book. 

Since the estate plan, if any, of an 
average young man involves mainly 
insurance, the authors present this 
subject first. The discussion of the 
family and business insurance prob- 
lems is, in general, quite instructive. 
However, the authors have missed the 
opportunity to coordinate their sepa- 
rate discussions of the insurance plan 
and of the applicable tax law. Oddly 
enough, despite this lack of coordina- 
tion and despite the fact that they fre- 
quently inveigh against tax schemes, 
the authors conclude their chapter on 
insurance with a little tax “gimmick” 
involving life insurance for the af- 
fluent. 
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The book next considers the ad- 
vantages of inter vivos transfers. The 
authors submit that the revocable trust 
can be used to obtain one or more of 
eight listed advantages. Not all of 
them seemed very persuasive to this 
reviewer. It is agreed that the re- 
vocable trust is suited to the needs of 
a client who wants to or must delegate 
the responsibilities of managing his 
properties either temporarily or per- 
manently. The revocable trust may 
also permit reduction of the probate 
expense. However, it is questiona- 
ble whether this saving outweighs the 
possible income tax savings of a testa- 
mentary disposition. The decedent’s 
estate is a separate tax entity, and 
since income distributions therefrom 
are generally discretionary with the 
executors, income tax savings are fre- 
quently possible. According to the au- 
thors, the revocable trust may also be 
free of the claims of future creditors 
in some jurisdictions. However, such 
a rule, wherever it may exist, seems 
so inequitable that it is submitted 
that little reliance should be placed 
thereon. The other listed advantages, 
if they can be considered such, would 
come into play only in most unusual 
circumstances. In general, they do 
not of themselves provide adequate 
reasons for inducing the client to 
make the revocable transfer. It is re- 
grettable that the authors have so 
strongly advocated the technique of 
creating a revocable trust and pouring 
over the residue of the client’s prop- 
erty from his will into such a trust. 
They acknowledge that the technique 
is completely unacceptable in some ju- 
risdictions and is untested in others. 

This advocacy of the revocable 
trust does free the lawyer from the 


uncertainties of tax consequences. He 
can be certain that the income of such 
a trust will be taxed to the grantor 
and that the principal will be taxed in 
the client’s estate. It is submitted that 
absolute certainty as to unfavorable 
tax consequences is not so desirable 
as reasonable certainty as to tax sav- 
ings. The irrevocable trust, despite 
the necessity of coping with various 
tax problems, still offers tax econo- 
mies for many taxpayers of both mod- 
est and substantial wealth. In fact, 
because of the high rate of the income 
tax and the inflated cost of living, 
many taxpayers must arrange to mini- 
mize their income taxes in order to ac- 
cumulate an estate of sufficient size to 
warrant the attorney’s application of 
estate planning techniques. 

From a consideration of inter vivos 
transfers, we next move to the dispos- 
itive scheme and the structure of a 
will. There follows a really good dis- 
cussion of the administrative provi- 
sions of an inter vivos or testamen- 
tary trust and of a will. Here the 
authors display their vast experience 
in trust and estate administration. It 
is important for the estate planner to 
approach these provisions with intel- 
ligent care and to avoid a tendency to 
treat them as “boiler-plate.” 

The next subject is Taxation and 
Estate Planning under the Revenue 
Act of 1948. Despite the complexi- 
ties of the tax law, the handbook 
contains a fine and fluent summary 
(contributed by Professor Gordon K. 
Scott) of the important phases of in- 
come, estate, and gift tax law which 
bear upon estate planning. However, 
the author’s prediction as to the fu- 
ture impact of section 811(c) (3) of 
the Code is questionable. The latter 








section will cause the inclusion of 
property, transferred inter vivos after 
October 7, 1949, where possession or 
enjoyment of the transferred interest 
can be obtained only by surviving the 
decedent. It is Professor Scott’s opin- 
ion that contingent rights to income 
or principal retained by the grantor 
will, except in rare instances, cause 
inclusion of the corpus of the trust 
under this survivorship test. This re- 
viewer disagrees, since there must be 
a variety of situations in which the 
remainderman could come into enjoy- 
ment of his interest during the grant- 
or’s lifetime and at that time extin- 
guish any contingent rights retained 
by the grantor. Since such a remain- 
derman would not have to survive 
the grantor to enjoy his interest, the 
transfer cannot be reached by section 
811(c) (3). 

The text is concluded with a short 
chapter on Conflict of Laws and a 
final observation on certain pitfalls 
which should be avoided in drafting 
wills and trusts. . 

The second half of the handbook is 
concerned with forms. In the prepa- 
ration of these forms the authors have 
been guided by three principles, which 
they state as follows: (1) “Forms 
should have value only as to sugges- 
tions—no form is authoritative” ; (2) 
“There is no virtue, and there may be 
great danger, in consciously planned 
brevity”; and (3) “There is no ex- 
cuse, in the name of legal custom, for 
the sacrifice of readable beauty.” The 
first principle is a caveat which is al- 
ways well taken. It would be particu- 
larly unwise for a New York lawyer, 
for instance, to depend upon a Massa- 
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chusetts form. The second principle 
is debatable. The surplus language in 
some wills and trusts could readily be 
eliminated without affecting the valid- 
ity and efficacy of the estate plan. The 
third principle can invoke no disagree- 
ment, although it is difficult to see how 
the harassed lawyer can make the prose 
of his legal instruments soar to the 
level of “readable beauty.” 

The most important contribution 
made by this handbook is the excel- 
lent comments which are placed along- 
side each paragraph of every form. 
Here the estate planner has the op- 
portunity to see the reasons for the 
particular provision and the reasons 
for the manner of its phrasing. Here 
it is possible to see how the compart- 
mentalized subjects of the law must 
be integrated to create good legal in- 
struments. The lack of integration 
in some portions of the text is more 
than compensated for in these com- 
ments. The authors have done an 
admirable job in this area. 

Anyone interested in estate plan- 
ning will find the handbook a most 
valuable addition to his library. Es- 
tate planning is a relatively new spe- 
cialty, and the late Mr. Shattuck has 
been an outstanding pioneer in this 
field. His long experience and that of 
his co-author stand behind the hand- 
book. The book itself, the 1948 edi- 
tion and the new edition, remains one 
of the very few helpful works on the 
subject. 

—Ltoyp GerorGE SOLL * 


* Member of the New York Bar and of 
the faculty of New York University School 
of Law; associated with Willkie, Owen, 
Farr, Gallagher & Walton, New York City. 
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The Income Taxation Of Aliens—Some 
Riddles And Paradoxes 


HARRY F. WEYHER anp AUGUSTUS W. KELLEY III 


Dus tax problems of aliens, both non-resident and resident, have been the 
subject in recent years of innumerable decisions and articles. Some of the 
problems have been pretty well resolved, but a surprising number remains. 
It is the purpose of this paper to discuss some of the latter.* 


I. Tot Non-REsIDENT ALIEN 


The statutory framework’ of the taxation of non-resident aliens calls 
for them to be taxed only on income from sources in the United States,* 
and sometimes only on a part of such income. The exact method of taxa- 
tion varies for each of three different categories of non-resident aliens.* 
One class, as set forth in section 211(b), is composed of those engaged in 
trade or business in the United States. Such aliens are taxed at the same 
rates and in the same manner as United States citizens, but they are tax- 
able only on income from “sources in the United States,” and their deduc- 


Harry F. WeyHER is a member of the New York and North Carolina Bars and is an 
instructor at New York University School of Law. 

Aucustus W. KE ttey III is a member of the New York Bar and a lecturer at Prac- 
tising Law Institute. 

1 Some of the problems discussed herein are affected by H.R. 8300, 83d Cong., 2d Sess. 
(1954), currently pending before the Senate Finance Committee, but that bill does not ma- 
terially change the general pattern of taxing aliens. The appropriate sections of H.R. 8300 
are cited herein wherever they would have a significant bearing on the text. Among the 
current problems of aliens, both resident and non-resident, are those arising from transac- 
tions in foreign exchange and from various tax treaties. These problems will not be com- 
mented on here. 

2 The chief sections with which non-resident aliens must deal are section 119, defining 
income from United States sources; section 143, dealing with the withholding of tax at 
the source with respect to the income of non-resident aliens ; and sections 211 to 221 (Sup- 
plement H), relating generally to the methods of taxing non-resident aliens. 

8 TRC. §212. 

4 Some rules are applicable to all three categories. They cannot compute their tax from 
the Supplement T tables (I.R.C. §404). The special treatment accorded the head of a 
household does not apply (I.R.C. §12(c)(5)). They are not subject to tax on self-em- 
ployment income (I.R.C. §481(b)). A non-resident alien cannot be a party to a joint re- 
turn; a husband and wife cannot split their income if either is a non-resident alien (I.R.C. 
§51(b)(2)). The standard deduction provided in section 23(aa) is not allowed (I.R.C. 
§213(d)). A non-resident alien is not entitled to the foreign tax credit ¢I.R.C. §131). 


371 











372 TAX LAW REVIEW [ Vol. 9: 


tions generally are confined to items connected with such income.’ A sec- 
ond class of non-resident aliens, as set forth in section 211(a), is com- 
posed of those not engaged in trade or business in the United States and 
who have $15,400 or less of certain specified income, consisting of “fixed 
or determinable annual or periodical” income from sources in the United 
States plus certain capital gains.® Such aliens are taxed at a flat rate of 30 
per cent but only on the specified income and capital gains. The tax is vir- 
tually on a gross income basis, since they are not allowed any deductions, 
credits, or exemptions. A third class of non-resident aliens, as set forth in 
section 211(c), differs from the second group only in that they have more 
than $15,400 of the specified income and capital gains. Aliens of this class, 
like those of the preceding class, are taxed only on fixed or determinable 
annual or periodical income from United States sources plus certain capital 
gains. The method of computing the tax, however, is different. The al- 
iens in the third group are allowed deductions for expenses allocable to 
such income, and their tax then is computed at the same rates and gener- 
ally in the same manner as is the tax of United States citizens.” The tax, 
however, may not be less than 30 per cent if such aliens were taxed in the 
same way as the preceding class, that is, the tax may not be less than 30 per 
cent of the gross amount of the specified income and capital gains. 


A. Tue IncomME To Be TAXED 


Once the taxpayer’s status has been determined to be that of a non-resi- 
dent alien, engaged in trade or business here,* the immediate questions then 
are whether his income is from United States sources, whether it is fixed 
or determinable annual or periodical income, and whether his capital gains 
are taxable. 

1. Income from sources in the United States. The first of these ques- 
tions, i.e., whether income is from United States sources, has been analyzed 
thoroughly in an earlier issue of the Tax Law Review and there do not 
seem to be sufficient new developments to warrant additional comment here.’ 


51.R.C. §213. See generally, PuHittrrs, Unitep STATES TAXATION OF NONRESIDENT 
ALIENS AND Foreicn Corporations 118-122 (1952). Certain contributions and losses may 
also be deducted as specified in section 213(b) and (c). Only one personal exemption of 
$600 is allowed, except that residents of Canada or Mexico are allowed the same exemp- 
tions as United States citizens (I.R.C. §214). 

® As to includible capital gains, see pp. 377, 383 infra. 

7 There are, of course, some restrictions which are not applicable to citizens. See notes 4 
and 5 supra. : 

8 For a discussion of the individual’s status (whether he is an alien, whether he is a non- 
resident, and whether he is engaged in trade or business), see PHILLIPS, op. cit. supra note 
5, at 21-43. 

® Allan and Coggan, Aliens and the Federal Income Tax, 5 Tax L. Rev. 253, 255-281 
(1950). See also, RopeERTS AND WARREN, INCOME TAXATION OF NONRESIDENT ALIENS 
AND Foreicn Corporations 28-54 (Practising Law Institute, 1953). 
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2. Fixed or determinable annual or periodical income. Even though the 
income is from United States sources, it is not taxable to non-resident al- 
iens, not engaged in trade or business here, unless the income is also “fixed 
or determinable annual or periodical” income.*® The meaning of these four 
adjectives is one of the unsolved mysteries of the Code. 

Fortunately, the Code specifically lists certain items of income which are 
“fixed or determinable annual or periodical income.” ** These include inter- 
est, dividends, rents, salaries, wages, premiums, annuities, compensations, 
remunerations, and emoluments. This statutory list includes the more com- 
monly recurring items and, therefore, has undoubtedly prevented an inesti- 
mable amount of litigation. With respect to other items of income,’? how- 
ever, the Code offers no guidance and the Regulations very little. 

(a) “Fixed or determinable.” In connection with the phrase “fixed or 
determinable,” the Regulations indicate merely : * 


Income is fixed when it is to be paid in amounts definitely predetermined. 
Income is determinable whenever there is a basis of calculation by which the 
amount to be paid may be ascertained. . . . 


At first blush this Regulation seems only to require that the income be 
computable in terms of dollars. If this be so, the phrase is virtually mean- 
ingless, since the courts have long since read the same requirement into the 
word “income” itself.** It seems more likely, therefore, that the phrase 
“fixed or determinable” was designed to place some further qualification 
on the word “income.” *° 

The only authority which attempts to spell out this further meaning is 
the little-noticed I.T. 1359,** concerning casualty insurance premiums trans- 
mitted to foreign insurance brokers for insurance coverage provided by 
foreign companies. The principal part of such premiums is, of course, by 
contract to be used by the foreign companies to provide for losses, so that 
only a part or perhaps none of the premiums ultimately will be profit. The 


107. R.C. §211(a). Section 871(a)(1) of H.R. 8300 (supra note 1) would add to the 
taxable income of a non-resident alien any income which is not from the sale or exchange 
of a capital asset but which is treated under other sections of the Code as being capital 
gain, such as lump-sum distributions from a domestic pension trust. 

11 [bid. 

12 The Regulations take the position that the statutory list is not exclusive, and that 
unlisted items, such as royalties, may be fixed or determinable annual or periodical income. 
See Reg. 118, Sec. 39.143-2(a). 

13 Reg, 118, Sec. 39.143-2(b). 

14 See, ¢.g., Burnet v. Logan, 283 U.S. 404 (1931) ; Comm’r v. Carter, 170 F.2d 911 (2d 
Cir. 1948). 

15 See Francois Lang, 45 B.T.A. 256, 264 (1941) Nonacq. Compare I.R.C. §147(a), 
which provides for information returns as to “fixed or determinable” income whether or 
not it is annual or periodical. 

16J-] Cum. Butt. 292 (1922) ; accord, I.T. 3061, 1937-1 Cum. Butt. 114. 
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ruling, after pointing this out, states that the words “fixed or determinable 

. . income”’ were not designed to cover payments which normally con- 
tain only a small proportion, if any, of profit to the recipient. 

This analysis casts considerable light on a second line of authorities 
which holds that the proceeds of the sale of property are not fixed or deter- 
minable annual or periodical income.*’ These authorities do not specify 
whether this result is based on the words “fixed or determinable” or the 
words “annual or periodical.” The rationale of I.T. 1359, however, would 
indicate that it may be the former. The income element in the gross pro- 
ceeds can be ascertained only by first deducting the taxpayer’s basis. Here, 
as in the case of the insurance premiums, there may in fact be little or no 
profit involved in the payment. 

Although generally the above mentioned authorities merely parrot the 
wording of the Regulation, a suggestion may be hazarded on the basis of 
those authorities as to the meaning of the word “fixed.” In accordance 
with the holdings of these authorities, a payment will be “fixed” income 
whenever it normally is profit, at least in substantial part, to the recipient. 
Thus, interest income generally represents profit and is “fixed.” ** A pay- 
ment is not “fixed” income, however, where customarily all or a substantial 
part thereof is required to be applied by the recipient for the benefit of the 
payor, or where all or a part thereof represents a recoupment of tax basis 
by the recipient, or where, for other reasons, the payment does not nor- 
mally represent profit.*® Consistent with this analysis, “fixed or determin- 


17 Reg. 118, Sec. 39.143-2(b) ; Comm’r v. Celanese Corp. 140 F.2d 339 (D.C. Cir. 1944) ; 
Kimble Glass Co., 9 T.C. 183 (1947) Acq. But cf. Bloch v. United States, 200 F.2d 63 
(2d Cir. 1952), cert. denied, 345 U.S. 935 (1953) (where income from the sale of a 
patent varies with sales of patented products, the income is to be treated as royalty income 
rather than as proceeds from the sale of the patent). Capital gains distributions of regu- 
lated investment companies are not fixed or determinable annual or periodical income. I.T. 
3805, 1946-1 Cum. Butt. 120. 

18 For other examples of fixed or determinable income, see Rohmer v. Comm’r, 153 F.2d 
61 (2d Cir. 1946), cert. denied, 328 U.S. 862 (1946) (royalties from license of copyright) ; 
P. D. Bowlen, 4 T.C. 486 (1944) (profits from sale of oil received as royalty under an oil 
lease) ; G.C.M. 25063, 1947-1 Cum. Butt. 45 (proceeds from exercise of stock warrant 
which are taxable as dividend income) ; Letter Ruling, dated Jan. 15, 1948, 5 P-H {76,306 
(1948) (proceeds from sale of stock warrant which are taxable as dividend income) ; Al- 
bert R. Gallatin Welsh Trust, 16 T.C. 1398 (1951), aff'd, 194 F.2d 708 (3d Cir. 1952), 
cert. denied, 344 U.S. 821 (1953) (alimony). 

19 Under the New York Tax Law, which requires information returns as to fixed or de- 
terminable income whether or not it is annual or periodical, returns are not required from 
brokers with respect to profits made by customers in trading securities. Ruling of the Tax 
Commission, Feb. 25, 1920, CCH N.Y. State Tax Rep. {16-308.10. Article 288 of the 
New York regulations provides that payments which need not be reported include pay- 
ments for merchandise, telegrams, telephone, freight, storage, and annuities representing 
the return of capital. See also, I.R.C. §147(a), which is similar to the New York provi- 
sion. O.D. 115, 1 Cum. Butt. 261 (1919), states that crop share rentals are not “fixed or 
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able annual or periodical” income has been held not to include the proceeds 
of the disposition of bank acceptances,” distributions in reorganization,” 
distributions in complete or partial liquidation of a corporation,” and the 
proceeds of redemption of bonds issued at a discount.” 

Such an analysis accords with the legislative background against which 
the statutory concept was enacted. The concept of fixed or determinable in- 
come first appeared in the withholding provisions of the Revenue Act of 
1913.%* At that time and subsequently, until the Revenue Act of 1936, 
non-resident aliens were allowed deductions and were thus taxed, generally 
speaking, on net income.*® Accordingly, there seemed to be little point in 
withholding the tax from payments which did not contain net income. It 
would have been administratively impracticable, however, to require the 
payor to examine each individual case.** However, if the payment was in 
the nature of a dividend or interest which, in the usual case, consisted largely 
of profits, the payor could reasonably be required to recognize this and to 
withhold the tax. This was the practice in all such cases, even though some 
recipients might have deductible expenses which would eliminate the profit. 
On the other hand, where the payment did not normally represent profit in 
its entirety or in substantial part, the payor was not required to withhold.” 
This was true, for example, of the proceeds from the sale of property. The 
payor, not being required to inquire into the facts of each individual case, 
did not withhold from such proceeds, even though in a particular case the 
profit element might be substantial.”* 


determinable” income for the purpose of section 147(a) where the landlord is to share 
expenses of the farm. 

20 L.O. 1024, 2 Cum. Butt. 189 (1920) ; I.T. 1398, I-2 Cum. Buty. 149 (1922). 

217.T. 3781, 1946-1 Cum. Butt. 119 (apparently even though the gain is taxable as a 
dividend under §112(c) (2)). 

22 Reg. 118, Sec. 39.143-1(a). The result would be otherwise where the distribution is 
in substance a dividend under section 115(g). De Nobili Cigar Co. v. Comm’r, 143 F.2d 
436 (2d Cir. 1944). 

23 See Letter Rulings, 2 P-H {18,257 (1953). Cf. Letter Ruling, dated Oct. 7, 1944, 5 
P-H 76,349 (1945) (bonds purchased “flat’’). 

24 Sec. II, D, 38 Stat. 169 (1913). 

25 See, e.g., Reg. 33, Art. 8 (1914). 

26 See Letter Ruling, dated Oct. 7, 1944, 5 P-H 76,349 (1945). 

27 See note 16 supra. See also, 1.T. 2836, XIII-2 Cum. Butt. 81 (1937) (payor not re- 
quired to withhold unless he can reasonably assume that the entire amount constitutes “in- 
come as distinguished from gross proceeds”) ; L.O. 1024, 2 Cum. Butt. 189 (1920) (where 
acceptances are transmitted by a foreign holder to a domestic agent for collection, “there 
is absolutely no means of determining what the profit on such transaction is.”) ; Comm’r 
v. Wodehouse, 337 U.S. 369, 393 (1949) (the words “annual or periodical” are descrip- 
tive of the character of the income arising “out of such relationships as those which pro- 
duce readily withholdable interest, rents, royalties and salaries, consisting wholly of in- 
COME, osc Js 

28 The income would be fixed or determinable, however, even though the withholding 
agent does not know its source and therefore does not know how much of it would be taxed 
to the non-resident alien. I.T. 2938, XITV-2 Cum. Butt. 139 (1935). 
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The interpretation of the concept of fixed or determinable income in the 
taxing provisions of section 211 should be the same as in the withholding 
provisions described supra,” since the concept originated in the latter pro- 
visions and subsequently was incorporated in the taxing provisions in the 
Revenue Act of 1936. 

Assuming the correctness of this suggested analysis of the term “fixed,” 
there remains the problem of ascribing some meaning to the term “deter- 
minable.”’ Presumably the latter term would refer to payments consisting 
only in part of the income subject to withholding and which could be ana- 
lyzed and separated as such by the payor. Thus, a payment may be in part 
interest and in part a payment on principal. The interest element would be 
“determinable,” since it can be identified by the payor. 

(b) “Annual or periodical.” The Regulations are similarly vague with 
respect to the phrase “annual or periodical” and state: * 


The income need not be paid annually if it is paid periodically ; that is to say, 
from time to time, whether or not at regular intervals. 


If the statute and the Regulation were read literally, much of the scope 
of the tax on aliens would disappear. It would be a simple matter, for ex- 
ample, to have royalties paid in a lump sum rather than “periodically.” The 
courts, however, have held that the statutory phrase is descriptive of the 
nature or type of income, regardless of the actual manner of payment.* 
Thus, payments of income in a lump sum which is normally paid periodi- 
cally, such as rent or royalties, are nevertheless “annual or periodical.” ** 


29 The Regulations pertaining to the taxing provisions of section 211(a), instead of ex- 
plaining the concept, merely make a cross-reference to the Regulations concerning the 
withholding provisions of section 143(b). Reg. 118, Secs. 39.211-7(b), 39.143-2. See also, 
Comm’r v. Wodehouse, 337 U.S. 369, 388 (1949) ; Rohmer v. Comm’r, 153 F.2d 61, 62 (2d 
Cir. 1946), cert. denied, 328 U.S. 862 (1946). Some differences may result because of ad- 
ministrative reasons. For example, section 39.143-1(a) of the Regulations provides that 
no withholding is required as to interest income realized by a bondholder from the sale 
of a bond between interest dates, but such interest apparently is fixed or determinable in- 
come to the seller. I.T. 3175, 1938-1 Cum. Butt. 200. See also, Tonopah and Tidewater 
R.R. v. Comm’r, 112 F.2d 970 (9th Cir. 1940) (corporation not required to withhold on 
payments of interest on its bonds, where it never controlled the payments because they 
were made by its parent corporation). 

30 Sec. 211(a), 49 Srat. 1714 (1936). See H.R. Rep. No. 2475, 74th Cong., 2d Sess. 9- 
10 (1936) ; Sen. Rep. No. 2156, 74th Cong., 2d Sess. 21-23 (1936) ; 80 Cone. Rec. 6005, 
8650 (1936). There are some differences between the taxing provisions and the withhold- 
ing provisions with respect to dividends and interest on bank deposits. See I.R.C. §§119 
(a) (2) (B), 143(b), and 211(a) (1) (A). 

31 Reg. 118, Sec. 39.143-2(b). 

32 See Rohmer v. Comm’r, 153 F.2d 61, 63 (2d Cir. 1946), cert. denied, 328 U.S. 862 
(1946). See also, Comm’r v. Wodehouse, 337 U.S. 369 (1949). Cf. P. D. Bowlen, 4 T.C. 
486 (1944) ; Comm’r v. Raphael, 133 F.2d 442 (9th Cir. 1943), cert. denied, 320 U.S. 735 
(1943). 

33 See Francois Lang, 45 B.T.A. 256 (1941) Nonacq. (interest on a judgment) ; I.T. 
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Among the types of income which are not paid periodically and are thus 
not annual or periodical income are racetrack winnings,** prizes won in a 
contest,*’ and a selling commission with respect to a single transaction.** 
Similarly, it has been ruled that payments, other than retainers, to doctors 
and lawyers, are not fixed or determinable annual or periodical income.** 

3. Capital gains and losses. A non-resident alien engaged in trade or 
business here, being taxable on all income from United States sources, 
whether or not fixed or determinable annual or periodical income, is taxed 
on all capital gains from United States sources.** The source of such gains 
is, of course, determined under the usual rules applicable to sales of prop- 
erty. 

Non-resident aliens not engaged in trade or business, however, are tax- 
able on only such United States income which is fixed or determinable an- 
nual or periodical income. Thus, without a special statutory provision such 
aliens would not have been taxed on any capital gains from sources here. 
The wartime and post-war influx of wealthy refugees, who technically 
were non-resident aliens, attracted Congressional attention to this situation 
and resulted in an amendment to the Code in 1950 subjecting certain of 
such gains to tax. The amendment sets forth two rules. First, if the alien 
is present in the United States during the taxable year for periods aggre- | 
gating less than 90 days, the tax is imposed on net capital gains from sales 
or exchanges “effected” during his presence, and second, if the alien is 
present during the taxable year for periods aggregating 90 days or more, 
the tax is imposed on net capital gains from sales “effected” any time dur- 
ing the year.*® 

(a) The meaning of “effected.” The Treasury has already issued amend- 
ments to the applicable Regulations reflecting the changes made in the Code 


3889, 1948-1 Cum. BuLL. 78 (discount on Treasury bills): Dupre v. United States, — F. 
Supp. — (S.D.N.Y. 1953) (alimony). Query whether the converse should be true, so 
that installment payments of items which normally would be paid in a lump sum would not 
be considered annual or periodical income. 

84 S.M. 975, 1 Cum. Butt. 184 (1919). 

85 G.C.M. 21575, 1939-2 Cum. Butt. 172. 

36 O.D. 907, 4 Cum. Butt. 232 (1921). But cf. Comm’r v. Wodehouse, 337 U.S. 369 
(1949). 

387 Bulietin B, revised July 1, 1927, 3 P-H {18,263-18,277 (1934). 

38 The tax is imposed at the same rates as in the case of citizens, and the 50 per cent de- 
duction may be taken. See I.R.C. §211(b). 

89 Where the alien is taxable under section 211(a), the tax on his net capital gains is 
computed at the 30 per cent flat rate, without allowance of the 50 per cent deduction pro- 
vided by section 117(b). Where the alien is taxable under section 211(c), the tax on his 
net capital gains is computed at the same rates and in the same manner as respects citi- 
zens, including the allowance of the 50 per cent deduction, but in no event may his tax be 
less than 30 per cent of his gross income, including net capital gains, computed before any 
deductions. 
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by the 1950 Revenue Act. Unfortunately, these Regulations do not shed 
any light on the meaning of the word “effected,” possibly because the Con- 
gressional reports *° contain nothing on this point. But the Congressional 
choice of the word “effected” would seem to be purposeful. It might indi- 
cate an attempt to block easy avoidance of the tax. 

The word “effected” is usually thought to mean “to bring about, to 
cause, etc.”” Thus, if an alien prior to his departure gives an order to his 
broker to sell securities and leaves the country before the gain is realized, 
perhaps the sale was “effected” by the placing of the order. So too, if an 
alien businessman comes here to arrange a deal to sell property and con- 
tracts are signed here to take effect in the future when the alien has re- 
turned to his homeland, perhaps the transaction was “effected” when the 
contracts were signed. In both illustrations the transaction was substan- 
tially completed while the alien was present in the United States, and the 
closing of the transaction followed as a matter of course without further 
action by the alien. 

If this is the meaning of the word “effected,” the further question arises 
whether the gain is to be taxed in the year when the transaction is “ef- 
fected” or in the year when the transaction is closed so that the gain is 
“realized.’’ For example, if a cash basis alien on December 31 instructs 
his broker to sell securities, the gain is not realized until the following Jan- 
uary 3, when payment is received.** Presumably, the gain should be taxed 
in the year when the gain is realized and at the then applicable rates. Any 
other rule would result in the imposition of a tax which in some cases 
could not be computed for several years. This might occur, for example, 
where the alien comes here to “effect”’ the liquidation of a corporation but 
does not receive the final liquidating distribution until years later. The im- 
position of the tax in the year or years of realization, therefore, would be 
more practicable and seems to be the likely interpretation of the new pro- 
vision.*” There can be only speculation about these and related questions,** 


40 See H.R. Rep. No. 2319, 81st Cong., 2d Sess. 57, 99 (1950) ; Sen. Rep. No. 2375, 81st 
Cong., 2d Sess. 46, 92 (1950). Both reports refer, in passing, to gains “realized” during an 
alien’s presence here as well as to gains “effected.” That the Congressional choice of the 
word “effected” was deliberate is indicated by the fact that the Treasury’s recommenda- 
tions to the Ways and Means Committee refer only to gain “realized” during the alien’s 
presence. See Statement by Secretary Snyder before the Committee on Ways and Means, 
Feb. 3, 1950, Exh. 4, pp. 9-11, and supplementary Treasury Department Statement on 
Miscellaneous Loopholes for Presentation to the Committee on Ways and Means, Feb. 6, 
1950, pp. 10-11. 

41 T.T. 3485, 1941-1 Cum. Butt. 240. But any loss would be incurred at the time of the 
sale even though payment is not received until later. G.C.M. 21503, 1939-2 Cum. Butt. 
205. 

42 Since the test of taxability would be applied in the year when the transaction was 
“effected,” the alien’s status in the year when the gain is “realized” would seem to be im- 
material. Thus, an alien presumably would not be taxed on a gain realized in 1954 dur- 
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at least until further regulations are promulgated with respect to the new 
statutory provisions. 

(b) Relationship to other provisions. The 1950 amendments concerning 
the capital gains of aliens, when applied simultaneously with other recent 
amendments,** create some surprising effects. 

This is true in the case of copyrights and artistic compositions. The 
1950 Revenue Act changed the definition of “capital assets” in section 117 
(a) so as to exclude “a copyright ; a literary, musical, or artistic composi- 
tion; or similar property; held by . . . a taxpayer whose personal efforts 
created such property. . . .”’*° Prior to the amendment amateur writers’ 
proceeds from their writings had received capital gains treatment, since 
the product was deemed not to be held primarily for sale to customers in 
the ordinary course of business. While the United States citizen who is a 
“one shot writer” may thus be compelled to pay high surtaxes, it appears 
that a non-resident alien similarly situated may completely escape tax even 
though the sale is effected in the United States. The profits are not taxable 
to the alien as capital gains, since the copyright is no longer a capital asset. 
Also, since it is clear that income from the sale of property is not fixed or 
determinable annual or periodical income,** the profits are not taxed as 
ordinary income if he is not in trade or business here. 

A similar result may come about under the collapsible corporation pro- 
visions of section 117(m), which were also added by the Revenue Act of 
1950. The 1950 amendment provided that the gain on the liquidation of 
such a corporation or on the sale of its stock would be “considered as gain 
from the sale or exchange of property which is not a capital asset.” *7 Thus, 
paradoxically, it seems entirely possible that the amendment will prevent a 


ing his presence if the transaction was “effected” in 1953 when he was not in the United 
States. Somewhat similarly, gains would seem to be taxable if effected by a resident alien 
who became a non-resident prior to the “realization” of the gain. 

43 For example, the statute seems to refer to a tax on the excess of gains over losses 
from transactions “effected” in the same year. Such an interpretation of the statute, how- 
ever, seems unlikely. If two transactions are “effected” in 1953 and a loss is realized in 
1953 on one of the transactions and a gain realized in 1954 on the other, the 1954 gain prob- 
ably will be treated as taxable without being offset by the loss. Cf. I.R.C. §211(a) and (c) 
(disallowing capital loss carry-over). The 1953 loss, however, probably might be offset 
against any gains realized in 1953 from transactions effected in the same year cr another 
year. 

44 Specific Congressional regard was had for certain provisions of the Code. Section 211 
(a) (1) (B) provides that gains and losses of an alien not in trade or business in the United 
States shall be taken into account only to the extent that they would be recognized and 
taken into account if the alien were engaged in trade or business here. This provision has 
the effect of making applicable the “wash sale” provisions of section 118, the provisions of 
section 24(b) disallowing losses between related taxpayers, etc. 

457. R.C. §117(a) (1) (C). 

46 See note 17 supra. 

47 T.R.C. §117(m) (1). 
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non-resident alien from incurring any tax on such a gain. If there is no 
capital gain, the new capital gains amendments applicable to aliens do not 
apply, and the profits would not otherwise be taxed to a non-resident alien 
not engaged in trade or business here, since the gain is not fixed or deter- 
minable annual or periodical income.** 

A like problem would exist with respect to section 117(0), added by the 
Revenue Act of 1951, which denies capital gains treatment to sales of de- 
preciable property between certain related taxpayers. Thus, if this provi- 
sion is read together with the capital gains provisions applicable to aliens, 
it would seem that the non-resident alien not engaged in business could 
sell appreciated property to his wife or a controlled corporation, thereby 
giving the property a stepped-up basis for depreciation without the seller’s 
incurring any tax on the sale. 


B. INCOME OF PARTNERSHIPS AND TRUSTS 


Sometimes the United States affairs of a non-resident alien are con- 
ducted through a partnership or an estate or trust. The statutory provi- 
sions dealing with such entities were designed primarily to apply where 
citizens of the United States are involved, and several difficult problems 
arise when these provisions are applied to situations involving non-resident 
aliens. While many of the questions seem fairly well settled, some have not 
yet been considered by the courts or the Treasury, and others have been ac- 
corded conflicting answers. 

1. Partnerships. Generally speaking, a partnership merely reports its in- 
come but does not pay a tax thereon. The Code provides,*® however, that 
each partner must report his share of its capital gains and losses, its chari- 
table contributions, its credit for certain partially tax-free interest, its 
credit for foreign taxes, its net operating loss, if any, and its resulting ordi- 
nary net income.” Thus the partnership might be classified as a mere con- 
duit for income, deductions, and credits. 

(a) Treatment of income and deductions. It is arguable that the pas- 
sage of income through the partnership has converted it from interest, divi- 
dends, or its other original nature into a new classification as a distribut- 
able share of partnership income. It might follow that if the partnership 


48 The Treasury, of course, could argue that section 117(m)(1) does not prevent the 
assets from being capital assets, but only prevents the use of the capital gains rate other- 
wise applicable to capital gains of citizens and certain aliens. It might follow that aliens 
would remain subject to tax on such gains. 

49 T.R.C. §§181-190. 

50 Clearly, some of these items, after being transferred from the partnership to the alien, 
are of no use to him. For example, the foreign tax credit may not be taken by aliens. See 
notes 4 and 5 supra. 
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is a domestic * partnership engaged in trade or business here, the partner’s 
share of its net income should be regarded as being entirely from United 
States sources and perhaps the whole fixed or determinable annual or peri- 
odical income.** It seems clear,** however, that the statute will not be so 
construed, and that the income retains its original character when later 
taxed to the partners.** Thus, the income must be analyzed as to its source 
and sometimes also as to its fixed or determinable annual or periodical in- 
come nature. The alien’s share of such income would then be treated in his 
hands according to the applicable method of taxing him.” 

It would seem to follow also that the partnership net income is not to be 
treated by the alien partner as an item of his gross income but rather must 
be broken down into items of gross income and deductions.** Thus, if a 
non-resident alien is taxable at the 30 per cent rate on gross income, his 
share of the partnership deductions would not be deductible by him. Con- 
versely, if the alien is taxable at graduated rates on net income, his return 
will show also his share of partnership deductions. 

(b) Allocation among partners. This approach raises further problems 
as to allocation of the partnership income and deductions among the part- 
ners. For example, a partnership may have income from both foreign and 
domestic sources, or domestic income, some of which is fixed or determin- 


51 Section 3797(a) (4) defines a “domestic” partnership as one created or organized in, 
or under the laws of, the United States or a state or territory. The purpose of this statu- 
tory distinction between domestic and foreign partnerships is not clear, since it is not used 
in any of the operative Code provisions. The withholding provisions, for example, do not 
use the distinction; rather they require withholding as to any partnership, irrespective of 
its place of organization, if it is not engaged in trade or business here and has one or more 
non-resident alien partners. I.R.C. §143(b). 

52 The Government unsuccessfully urged this result in Craik v. United States, 31 F.Supp. 
132 (Ct.Cl. 1940), the only litigation on the question involving a domestic partnership. As 
to foreign partnerships, the Treasury has consistently taken the position that the alien part- 
ner’s share of income is taxable to him to the same extent as if the partnership had not ex- 
isted. I.T. 1232, I-1 Cum. Butt. 207 (1922) (domestic income of non-resident partnership 
is taxable to non-resident alien partners) ; O.D. 592, 3 Cum. Buty. 1928 (1920) (non- 
resident alien partner not taxed where non-resident partnership’s income is from foreign 
sources). 

53 [bid. 

54 This analysis is made just as if the partnership were an individual. Thus, income from 
a partnership’s sales outside the United States has been regarded as income from foreign 
sources in the hands of the non-resident alien partner, although his contributior to the part- 
nership consisted largely of services performed in the United States. Guy L ingston, 4 
TCM 943 (1945). But cf. note 57 infra. This conclusion would be adopted by section 702 
(b) of H.R. 8300 (supra note 1). 

55 See PHILLIPS, op. cit. supra note 5, at 147 et seq. 

56 Cf, I.T. 3981, 1949-2 Cum. Butt. 78. Compare Otto H. Wittschen, 5 T.C. 10 (1945) 
(gross income of alien beneficiary of a domestic trust includes his share of the trust’s net 
income not gross income). This construction would be codified by section 702(c) of H.R. 
8300 (note 1 supra). . 
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able annual or periodical income and some of which is not. Section 182 of 
the Code provides that a partner’s return shall include “his distributive” 
share of partnership income. This language seems to contemplate the com- 
mon law concept that a partner has an undivided interest in partnership 
profits. In the usual case, therefore, the partner’s total share of partner- 
ship income would be considered to be composed in part of each class of 
income, the exact proportions being determined by the ratio of each class 
of partnership income to the total. 

Occasionally the partners may attempt to recognize the importance of 
certain foreign assets contributed by one partner and agree that any gain on 
the sale of such assets or profits arising from their use abroad shall be al- 
located to that partner. Similarly, a partnership agreement may provide 
that a particular partner’s share of the profits shall be paid out of the profits 
of certain foreign operations in which he plays a primary role. The courts 
have not yet been faced with this situation, but the Treasury has issued oc- 
casional rulings.** 

The most significant of these involved a non-resident alien partner who 
was occupied solely with the business of a foreign branch. The partnership 
agreement provided that he was to draw a salary which was to be paid 
from profits of the foreign branch, but which was to be paid even if that 
branch suffered a loss. The Treasury initially ruled that the allocation set 
forth in the partnership agreement would be disregarded ® but two years 
later reversed itself and held in G.C.M. 17255 ® that to the extent the “sal- 
ary” was paid from the profits of the foreign branch, it should be treated 
as income from foreign sources. The extent to which such agreements will 
be allowed to govern, however, remains in doubt. 

The theory that each partner owns an undivided interest in all partner- 
ship profits is not a serious obstacle, since the Treasury ignored that theory 
in G.C.M. 17255. On the other hand, the possibility of artificial allocation 


57 It is clear, of course, that denomination of distributions to a partner as salary or inter- 
est generally will be ignored, the income retaining the same character as if such denomi- 
nation had not been made. Reg. 118, Sec. 39.183-1(b) (salary and interest) ; Guy Living- 
ston, 4 TCM 943 (1945) (salary); Charles J. Billwiller, 11 B.T.A. 841 (1928), aff’d, 31 
F.2d 286 (2d Cir. 1929), cert. denied, 279 U.S. 866 (1929) (interest). 

58 The earliest seems to be a one-sentence O.D. in 1919 to the effect that such allocation 
may not be made. O.D. 140, 1 Cum. Butt. 174 (1919). 

59 G.C.M. 13771, XIII-2 Cum. Butt. 229 (1934). 

60 XV-2 Cum. Butt. 243 (1936), apparently superseding I.T. 1425, I-2 Cum. Butt. 152 
(1922). Compare T.D. 3111, 4 Cum. Butt, 280 (1921) (income from sales made abroad 
held to be foreign income as to non-resident alien partners but said to be domestic income 
as to resident citizen partner who carried on activities here) with Guy Livingston, 4 TCM 
943 (1945) (partnership income from foreign sources retains that character in hands of 
non-resident alien partner although his contribution consisted largely of services in the 
United States). Section 704(a) of H.R. 8300 (supra note 1) would allow the partnership 
agreement to govern in the usual situation. 
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of partnership income to minimize the alien partner’s tax is an objection 
which the Internal Revenue Service may raise against following the allo- 
cation set forth in the partnership agreement. Probably, therefore, the test 
will be the bona fides of the allocation. 

(c) Capital gains and losses. The application of these rules, involving 
the breakdown of partnership income into its component items and their 
allocation to the partners, is similarly uncertain with respect to capital 
gains and losses. It will be recalled that an alien present here for less than 
90 days during the year is taxed only on the net capital gain from transac- 
tions effected during his presence, while an alien present here for 90 days 
or more is taxed on all his net capital gains. 

The 1950 capital gains amendments refer only to individuals and make 
no express reference to partnerships. It seems unlikely, however, that the 
Treasury will concede that gains realized by partnerships should escape tax 
while similar gains, if realized directly by individuals, should be taxed. Ac- 
cordingly, as to a partnership not engaged in trade or business here, the 
Treasury may take the position that since the Code provides that a partner- 
ship shall compute its income in the same manner as an individual,” the 
partnership itself should be subjected to the same tests prescribed for indi- 
viduals.” Thus, if the partnership sent a partner here to effect transac- 
tions, any net capital gains would be considered taxable and would retain 
that character even when distributed to a non-resident alien partner who 
had not been here at all. This would mean that every partner’s share of the 
net gain would be taxed, including, of course, the share of the gain allo- 
cable to the partner who effected the sale. Such an approach would at least 
superficially coincide with the theory that the source and nature of partner- 
ship income is retained when the income thereafter is taxed to the part- 
ners.°* 


61].R.C. §183(a). If the foreign or domestic partnership is engaged in trade or business 
here, no problems arise with respect to the 1950 capital gains amendments . Under section 
219 each member of such a partnership is considered to be engaged in trade or business 
here, and therefore is taxable under section 211(b) on all income from sources here, includ- 
ing capital gains. 

62 In the alternative, it might be argued that since at common law a partner is substan- 
tially an agent for any other partner, the test might be applied to any partner or partners 
present here, and the results would be binding on all partners. Cf. Cantrell & Cochrane, 
Ltd., 19 B.T.A. 16 (1930) (under prior law foreign corporation held to have an “office” 
here where it was member of a syndicate with a domestic corporation having its offices 
here) ; Adda v. Comm’r, 171 F.2d 457 (4th Cir. 1948), cert. denied, 336 U.S. 952 (1949) 
(non-resident alien individual held to be engaged in business here through an agent). 

63 On the other hand, the Code provisions with respect to the capital gains of aliens are 
grouped with the provisions relating to the methods of taxing alien individuals. Accord- 
ingly, an argument can be made that these capital gains provisions were designed to be 
applied, as the provisions relating to taxpayers having $15,400 of gross income, to each in- 
dividual and not to the partnership. Thus partnership capital gains would not be covered 
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2. Estates and trusts. Estates and trusts, unlike partnerships, are enti- 
ties subject to income tax.** The estate or trust, however, is allowed a de- 
duction for income which is currently distributable or actually distributed 
to the beneficiary, and the beneficiary in turn includes this income in his 
individual return.” In such cases, therefore, the income in effect is taxable 
to the beneficiaries * and not to the trust. The application of these rules to 
non-resident alien beneficiaries raises problems somewhat similar to those 
of a non-resident alien member of a partnership. 

(a) Treatment of income and deductions by beneficiary. As in the case 
of partnerships, an argument might be made that dividends, interest, and 
other income which passes through a trust are thereby converted into a 
new and different classification of income. Thus, it could be urged that 
the income from a domestic trust is completely taxable, irrespective of the 
source or nature of the income when received by the trust.** Indeed, the ar- 
gument might be even stronger in the case of a trust than in the case of a 
partnership, since a trust is an entity itself subject to income tax. Support 
for this view may be found in Vondermuhil v. Helvering,* where a do- 


by the new Code provision. Some support for this theory may lie in the fact that neither 
the Code nor the Regulations expressly define a non-resident alien individual (for the pur- 
poses of section 211) as including a partnership. Compare Reg. 118, Sec. 39.211-2(a) (de- 
fining non-resident alien individual as including a non-resident alien fiduciary). Further 
support may be found in those cases describing a partnership as an “entity” distinct from 
its partners. 

64T.R.C. §§161-164. 

65 T.R.C. §162. 

66 Section 23(1) and (m) apparently coftemplates that the net income of the trust shall 
be computed initially without regard to depreciation and depletion, and that these deduc- 
tions shall then be available as such to the beneficiaries or to the trust in accordance with 
the settlor’s intent or, in default of provision giving intention, pro rata. Correspondingly, 
section 163(b) provides that the credit for partially tax-exempt interest shall be available 
to the distributee of such interest. The non-resident alien beneficiary, of course, can use 
such deductions and credits only if he is of a class to which deductions and credits are 
allowed. 

67 This treatment of the trust and the beneficiary as separate entities would be in ac- 
cord also with the view that the beneficiary of a trust is not engaged in trade or business 
here merely because the trust is so engaged. Reg. 118, Sec. 39.211-7(e). A contrary result 
is expressly provided in section 219 with respect to partnerships, and an individual is con- 
sidered to be engaged in business here if the partnership is so engaged. Reg. 118, Sec. 
39.219-1. 

68 75 F.2d 656 (D.C. Cir. 1935) (perhaps basing the result on statutory language similar 
to present I.R.C. §119(a) (1) (A), which might be interpreted as exempting such interest 
only in the hands of the initial recipient). See also, I.T. 3020, XV-2 Cum. Buty. 106 
(1936) (apparently treating the entire share of income as being automatically fixed or de- 
terminable annual or periodical income). Cf. I.R. 71, 1952-2 Cum. Butt. 170. Paragraph 
8 of the latter ruling seems to contemplate that distributions to a non-resident alien from 
a domestic employees’ trust are entirely from United States sources to the extent that they 
represent income on investments, apparently regardless of the source of such income in the 
hands of the trust. This transformation of the income may be required by the language of 
section 165(b). But see note 84 infra. 
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mestic trust received interest on bank deposits, which is exempt from in- 
come tax when received by a non-resident alien not engaged in trade or 
business here.** The Court concluded that the interest was converted into 
taxable income when distributed to such a non-resident alien beneficiary. 

The Treasury has not pressed this approach as to other types of income, 
however, and has in fact ruled to the contrary. One such ruling, for ex- 
ample, is to the effect that the non-resident alien beneficiaries of a domestic 
trust did not receive United States income when the trust distributed to 
them income derived from interest on foreign bonds.*° Where the trust is 
a foreign trust, and not engaged in trade or business here, the rule gener- 
ally accepted seems to be that trust income is taxable to the non-resident 
alien beneficiary whenever such income would have been taxable if received 
directly by him without the intervention of the trust.* In other words, the 
income in the hands of the beneficiary retains its source and also its nature 
as fixed or determinable annual or periodical income.” 

Once a portion of the trust income is determined to be of the type tax- 
able to the non-resident alien, the question arises whether the alien is to be 
taxed on his share of the trust’s net income or gross income. In the case of 
partnerships, as previously pointed out, the rule seems to be that the net in- 
come must be broken down into items of gross income and deductions, so 
that the non-resident alien partner is in effect taxed on partnership gross 
income if he is not in the class of aliens entitled to take deductions. The 
rule apparently is reversed, however, in respect of trusts. In Otto H. Witt- 
schen™ the non-resident alien beneficiary of a domestic trust was held tax- 
able only on his share of the net income of the trust. In effect, therefore, 
the trust net income became an item of gross income to the beneficiary. It 
is difficult to reconcile this difference in the treatment of partnerships and 
trusts in view of the similarity of the statutory language applicable to each. 
The Tax Court in the Wittschen case explained that the taxpayer was 
never entitled to the gross income of the trust, expenses being chargeable 


69 T.R.C. §119(a) (1) (A). 

70 J.T. 1642, II-1 Cum. Butt. 81 (1923). See also, Reg. 118, Sec. 39.143-2 (6); IT. 
3495, 1941-2 Cum. Butt. 195 (pre-1950 capital gains not taxable to non-resident alien even 
though from a domestic trust). Cf. Otto H. Wittschen, 5 T.C. 10 (1945) Acq.; I.T. 3247, 
1940-2 Cum. Butt. 143. 

71 Bence v. United States, 18 F.Supp. 848 (Ct.Cl. 1937) (income from foreign source 
retained that source in the hands of the beneficiary of foreign trust); see also, Muir v. 
Comm’r, 182 F.2d 819 (4th Cir. 1950) ; G.C.M. 13366, XIII-2 Cum. Buty. 164 (1934). 

72 Reg. 118, Sec. 39.143-2(b). This conclusion would be expressly adopted by section 
652 of H.R. 8300 (supra note 1). 

735 T.C. 10 (1945) Acq., accord, I1.T. 3020, XV-2 Cum. Butt. 106 (1936). See also, 
1.T. 3838, 1947-1 Cum. Butt. 57. The approach of the Wittschen case is apparently ac- 
cepted under section 652(a) of H.R. 8300 (supra note 1). 
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against such income before he became entitled to anything.** This distinc- 
tion, if it be intended to distinguish trusts from partnerships, is more ap- 
parent than real. 

(b) Allocation among beneficiaries. As in the case of partnerships, the 
question arises as to the allocation among beneficiaries of income derived 
both from the United States and foreign sources and income which is com- 
posed only in part of fixed or determinable annual or periodical income. 
The general rule would seem to be that the non-resident alien beneficiary’s 
share of the trust net income will be considered as consisting in part of 
each class of income, the exact proportions being determined by the ratio 
of each class of trust income to the total trust income.*° This rule would be 
applicable even though the trustee actually pays the non-resident alien bene- 
ficiary out of one kind of income rather than another. On the other hand, 
it is possible that a provision in the trust instrument for specific allocation 
would be followed for tax purposes,”* particularly where non-tax consid- 
erations would not have prohibited the settlor from accomplishing the same 
result by setting up two trusts rather than one. 

(c) Distributable capital gains and losses. With respect to capital gains 
realized by a trust, the 1950 capital gains provisions are ambiguous. They 
refer only to individuals and make no express reference to trusts. Presum- 
ably, however, the Treasury will take the position that since section 162 
requires a trust to compute its income in the same way as an individual,” 
the 1950 capital gains provisions are applicable. Thus, where the gains are 
not distributable or distributed, the trust would be taxed if the trustee is 
present here when the transaction is effected or is present here for 90 days 
during the taxable year. 

Where the capital gains are distributable or distributed, the problem is 
more difficult. Will the gains be taxable to the non-resident alien benefici- 
ary if the trustee was present here for 90 days or when the transactions 
were effected? Or must the beneficiary himself have been present? Unlike 
a partner, a beneficiary of a trust normally has little to say as to trust trans- 
actions. Accordingly, it would be somewhat illogical to tax the non-resi- 
dent alien beneficiary on gains only because he happened by coincidence to 


74 The Tax Court pointed out that the beneficiary did not own the corpus and was not a 
trustee, thus perhaps implying that the result would be different where the trust is a rev- 
ocable trust or where the trust, in effect, is a mere collecting agent for the beneficiaries. 
Cf. 1.T. 3207, 1938-2 Cum. Butt. 181. 

7 Muir v. Comm’r, 182 F.2d 819 (4th Cir. 1950). Cf. I.T. 3838, 1947-1 Cum. Butt. 
57 (allocation of deductions to exempt and non-exempt trust income). See also cases re- 
quiring such allocation of taxable and exempt income among resident citizen beneficiaries 
in 2 P-H fff 15,135 and 15,136 (1953). 

76 See William E. Muir, 10 T.C. 307, 310 (1948); supra note 75. Section 652(b) of 
H.R. 8300 (supra note 1) would allow such allocation in many situations. 

77 See note 63 supra. 
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be temporarily present in the United States when the trustee effected the 
transactions in question. There would be nothing startling, however, in ap- 
plying the test to the trustee rather than to the beneficiary, since the test 
clearly would be applied to the trustee and not to the beneficiary as to any 
part of the gain which is taxable to the trust. Perhaps capital gains would 
be taxable in the hands of the non-resident alien beneficiary if the trustee 
were present when the transactions were effected, regardless of whether or 
not the beneficiary were present. 

It is doubtful, however, whether this interpretation should be extended 
also to the statutory provisions under which all gains are taxable to a non- 
resident alien who is present here for 90 days or more. This second statu- 
tory test apparently was designed to tax a non-resident alien on all his capi- 
tal gains if the alien has substantial contact with the United States, thus 
placing him taxwise on somewhat the same footing as a citizen. Since the 
latter test thus does not seem to be pointed at the possible causal relation- 
ship between the alien’s presence in the United States and the effecting of 
the transaction, the Treasury may take the position that such an alien 
should be taxed on gains realized by a trust and distributable to him, irre- 
spective of whether or not the trustee was present here. 

(d) Taxation of a foreign trust. The problems of a foreign trust, in re- 
gard to its own liability for United States tax are almost as troublesome as 
the problems discussed supra with respect to the non-resident alien bene- 
ficiary of a foreign or domestic trust. Nowhere in the Code are there any 
provisions which by their terms deal with foreign trust taxation. Sections 
161 through 172 pertaining to trusts were designed primarily to fit domes- 
tic trusts and make no express reference to foreign trusts, while sections 
211 through 221 pertaining to non-resident alien individuals were designed 
primarily to fit individuals and make no express reference to trusts. Yet 
the provisions of both groups apparently are applicable to foreign trusts, in 
view of the fact that the trust provisions seem to be applicable to all trusts 
and since they provide, inter alia, that the taxes of trusts are to be com- 
puted in the same manner as the taxes of individuals.” 

A fundamental conflict exists, however, where these provisions are jointly 
applied to a foreign trust which has $15,400 or less of fixed or determin- 
able annual or periodical income and is not engaged in trade or business in 








78 T.R.C. §§161(a) and 162. See also, Reg. 118, Sec. 39.211-2(a). If literal compliance 
is to be had with the provisions pertaining to non-resident alien individuals, the foreign 
trust must be classified more specially as an “alien,” as a non-resident, and whether or not 
it is engaged in trade or business here. As to citizenship of a trust, see B. W. Jones Trust 
v. Comm’r, 132 F.2d 914 (4th Cir. 1943), and I.T. 1885, II-2 Cum. Butt. 164 (1923). As 
to the residence of an estate or trust, see Estate of A.F.T. Cooper, 9 B.T.A. 21 (1927) ; 
Reg. 118, Secs. 39.143-1(a) (9) and 32.211-2(a) ; G.C.M. 11221, XI-2 Cum. Butt, 123 
(1932). 
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the United States. Section 162 allows the trust a deduction for income cur- 
rently distributable or actually distributed. But section 211(a) provides 
that such a taxpayer shall not be allowed any deductions.”® Presumably the 
answer, although not yet enunciated by the courts, *° is that the deduction 
would be allowed. This would follow from the fact that section 162, allow- 
ing the deduction to trusts, is a part of a statutory scheme of taxing income 
either to the trust or the beneficiary but not to both. Accordingly, the de- 
duction is not the type contemplated by section 211(a), which was de- 
signed to tax a non-resident alien on gross income but not to tax the same 
gross income to two different aliens. A corollary of this approach would be 
that the section 162 deduction would be taken into account to determine 
whether the trust had more than $15,400 of gross income subject to tax in 
its hands within the meaning of section 211. Thus, the section 162 deduc- 
tion might reduce the trust income below $15,400 and result in a lower tax 
on the trust than if it had been taxed under section 211(c), at the same 
rates and generally in the same manner as a citizen. 

The taxation of the trust itself, whether domestic or foreign, is not gen- 
erally affected by the status of the beneficiary. The taxes of the trust itself 
are usually computed in the same manner whether or not the beneficiary is 
a non-resident alien or a citizen. The Treasury has sought, however, to de- 
viate from this general rule in certain cases where the alien non-resident 
beneficiary is not subject to tax. In such a situation, unless the income is 
taxed to the trust, it is never taxed. Under such circumstances, the Treas- 
ury has reasoned that section 162, which provides that the trust may deduct 
currently distributable or distributed income, contemplates that such in- 
come will be taxed in the hands of the beneficiary. Thus, according to the 
Treasury, where the beneficiary is an alien who will escape tax, the deduc- 
tion for such income should be denied to the trust. In Estate of Emily 
Tait * the Court agreed with the Treasury’s contention and denied the de- 
duction to the foreign estate, where the income would have escaped taxa- 


79 Compare the statutory conflict as to charitable contributions. Section 213(c) restricts 
the charitable deductions of non-resident alien individuals to contributions made to domes- 
tic charities and indicates that such deductions are subject to the percentage limitations of 
section 23(0). Section 162(a), however, allows charitable deductions by a trust without 
regard to these limitations. Apparently section 162(a) governs, at least as to trusts taxa- 
ble under section 211(b) or (c). Estate of Tait, 11 T.C. 731 (1948), remanded on other 
points by stip. and modified, 9 TCM 122 (1949). Query whether this result would obtain 
where the trust is taxable under section 211(a), which imposes the tax on gross income 
without benefit of deductions. 

80 The section 162 deduction has been allowed in a number of cases, but these appear 
to involve trusts taxable under section 211(b) or (c) rather than section 211(a). See, 
e.g., Muir v. Comm’r, 182 F.2d 819 (4th Cir. 1950) (apparently section 211(c)). 

8111 T.C. 731 (1948), remanded on other points by stip. and modified, 9 TCM 122 
(1949). 
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tion in the hands of the alien beneficiary pursuant to the Canadian tax 
treaty. After a period of soul-searching over this result, which seemed in- 
consistent both with the Code provisions and with the aims of the tax 
treaty, the Treasury announced in 1950 that it would no longer follow the 
Tait case.* 

Despite this announcement, the Treasury promptly applied the Tait rea- 
soning to a situation only slightly different. A number of domestic or for- 
eign employers had established foreign pension trusts for non-resident 
alien employees working at branches outside the United States. These 
trusts, which were administered at the place of location of the foreign 
branch,** invested money in the United States through brokers here. The 
Treasury, after several earlier private rulings to the same effect, announced 
that these employees’ trusts would not be considered exempt employees’ 
trusts under section 165(a), despite compliance with all the requirements 
of that section. The theory expressed in the ruling was that section 165(a) 
and (b) contemplated that such income would be taxed ultimately to the 
non-resident alien employee or his beneficiaries. It would seem therefore 
that section 165(a) does not apply where the tax cannot be collected from 
the beneficiary. It should be noted that in line with the cases treating in- 
come in the hands of a non-resident alien beneficiary as having the same 
nature and being of the same type as income in the hands of the trust, the 
United States income of a foreign employees’ trust would be taxable when 
later paid to the non-resident alien employee or his beneficiaries.** The 
Treasury, however, recognizing the improbability of collection of such tax 
later, now seeks to offset the loss by imposing a tax on the trust where none 
is imposed by statute. 

The validity of the Treasury’s approach in the case of foreign employ- 
ees’ trusts has not been tested judicially. Should that treatment be sus- 
tained, a number of new possibilities would be open to the Treasury. For 
example, it could seek to limit the deduction by an ordinary trust for cur- 
rently distributable or distributed income where income other than fixed or 
determinabie annual or periodical income, such as ordinary income realized 
by a domestic trust on the sale of a copyright, is distributed to a non-resi- 


827.T. 4019, 1950-2 Cum. Butt. 58. 

83 ].R. 71, supra note 68, expressly provides that domestic trusts may qualify under sec- 
tion 165(a) even though the employer and all the employees are non-resident aliens, Sec- 
tion 501(e) of H.R. 8300 (supra note 1) would limit the exemption of employees’ trusts to 
those created or organized in the United States. 

84 The Commissioner seems to have conceded this, at least as to non-resident employees’ 
trusts, in paragraph 3 of I.R. 71, supra note 68. The same ruling also refers to the em- 
ployer’s contributions to a domestic employee’s trust as retaining their nature as compensa- 
tion for services, thus perhaps being exempt under section 116(a) when later paid by the 
trust to a citizen who had rendered the services abroad. 











390 TAX LAW REVIEW [ Vol. 9: 


dent alien not engaged in trade or business here and who thus would not be 
taxable on the income. Such a procedure might also be followed with re- 
spect to distributable capital gains, where the non-resident alien is not tax- 
able on such gains. These and similar problems, of course, have not been 
considered judicially but may have to be faced if the Treasury continues to 
adhere to the Tait case theory despite its renunciation thereof as applied in 
the Tait case itself. 

The use of trusts to accumulate income rather than to distribute it offers 
several interesting tax possibilities. If the non-resident alien has more than 
$15,400 of fixed or determinable annual or periodical income, any addi- 
tional income probably would be taxed to him in the upper tax brackets ap- 
plicable to citizens. If such additional income could be shifted to a domes- 
tic trust, however, the income would fall back into the presumably lower 
brackets applicable to the trust. Similarly, if a non-resident alien is en- 
gaged in trade or business here and thus subject to tax on all his United 
States income, whether or not fixed or determinable annual or periodical 
income, and on all his capital gains, he might find it advisable to shift a 
part of his income to a non-resident trust. Since such a trust would be tax- 
able in the same manner as a non-resident alien and would not be engaged 
in trade or business here, the capital gains might not be subject to tax and 
the ordinary income would be subject to tax only to the extent it was fixed 
or determinable annual or periodical income. 

There is, of course, an ever-present danger of Treasury attack on such 
arrangements. Assuming, however, that the non-resident alien can avoid 
the usual rules under which the trust is disregarded and the income taxed 
to the settlor,*° he should be free to minimize taxes by establishing a trust 
in his home country or even in another country selected for its low tax 
rates. 


Il. THe REsIDENT ALIEN 


The resident alien, unlike the non-resident alien, is taxed on all income 
from all sources. In effect, with certain statutory exceptions,** he is taxed 


85 Reg. 118, Sec. 39.22(a) (21) (short-term trust with control retained) ; I.R.C. $166 
(revocable trust) ; I.R.C. $167 (trust with income applicable for benefit of grantor). The 
other arguments available to the Treasury are not substantial. See Allan and Coggan, 
Aliens and the Federal Income Tax, 5 Tax L. Rev. 253, 284-85 (1950). The administra- 
tion of these sections, as applied to aliens, has long been a problem to the Treasury, since 
it does not under present law and tax treaties have ready access to the relevant facts. 

86 These exceptions are: (1) credit for foreign taxes is allowed only on reciprocal basis 
(1.R.C. §131(a) (3) ) ; (2) compensation paid by foreign government or international or- 
ganization for services here is exempt (I.R.C. §§22(b) (8), 116(h)); (3) exemption of 
earned income from foreign sources is denied (I.R.C. §116(a)); and (4) joint return 
privilege is denied if spouse is a non-resident alien (I.R.C. §51(b) (2) ). 
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in the same manner as a citizen of the United States,** and his tax prob- 
lems generally are the same. 

Our laws, however, were designed primarily to encompass the tax prob- 
lems of citizens, and less attention was paid to their effect when applied to 
one whose prior status was that of partial or complete non-taxability. As 
a result, there are various phases of the tax law which, when applied to res- 
ident aliens who were formerly non-resident, create considerable uncer- 
tainty, particularly in view of the relative dearth of judicial or administra- 
tive precedent. 


A. THE YEAR OF ATTAINING RESIDENCE 


Since the tax law applicable to non-resident aliens is quite different from 
that applicable to resident aliens, the Treasury logically has taken the posi- 
tion that an alien’s taxable year is split into two parts when he becomes a 
resident during the taxable year. As to the period of non-residence his tax 
liability is determined under the former law, and as to the period of resi- 
dence it is determined under the latter.*® 

1. Computation of the tax. In some instances, splitting one year’s income 
into two separate taxable parts may result in lessening the aggregate tax 
This might occur where a non-resident alien receives $15,400 or less of 
dividends or similar income from United States sources prior to attaining 
residence here and receives a substantial amount of similar income as a 
resident during the balance of the year. The pre-residence income falls 
clearly within section 211(a), so that it is taxed at a flat 30 per cent rate, 
without allowance for deductions; and the post-residence net income is 
taxed at the graduated rates and in the same manner as in the case of 
United States citizens, starting at a tax of 20 per cent of net income at 1954 
rates. Because of this “income splitting” the amount of his tax might be 
lower than had he been either a non-resident or a resident alien for the en- 
tire year. 

Despite this curious result, it seems quite clear. Section 211(a) pre- 
scribes that the 30 per cent tax “shall” apply “in lieu of” the tax imposed 


87 See Reg. 118, Sec. 39.211-1. 

881.T. 3926, 1948-2 Cum. Buti. 48. The same general approach is taken when there 
is a change in citizenship status as, for example, where a non-resident citizen loses his 
citizenship and becomes a non-resident alien. See I.T. 3237, 1938-2 Cum. Butt. 188. All 
the income subject to tax may be reported in one return, the tax being computed separately 
as to the income of each portion of the year, G.C.M. 10759, XI-2 Cum. Butt. 99 (1932). 
Personal exemptions need not be prorated but may not exceed the income for the portion of 
the year during which such exemptions were allowable to the taxpayer. I.T. 3926, supra. 
Apparently the credit for foreign income taxes is prorated. Marsman v. Comm’r, 205 F.2d 
335 (4th Cir. 1953). But cf. Helvering v. Campbell, 139 F.2d 865 (4th Cir. 1944). The 
Supplement T tax tables cannot be used if the taxpayer is a non-resident alien during any 
part of the year. I.T. 3926, supra. 
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on citizens. There is no indication that it may be ignored when a higher 
tax can be computed under other methods.*® Accordingly, in many cases a 
non-resident alien may save taxes by making his change of residence be- 
fore his United States income subject to tax exceeds $15,400.” 

The law is not clear whether a similar “splitting” of income will occur 
in the case of an alien who had more than $15,400 of taxable gross income 
prior to becoming a resident. It will be recalled that section 211(c) pro- 
vides that non-resident aliens with more than $15,400 of taxable gross in- 
come are taxed without regard to the “in lieu” tax imposed by section 211 
(a) but that their gross income shall include only certain income from 
United States sources. The Treasury might take the position in the usual 
case that section 211(c) is to be applied to determine what pre-residence in- 
come is included in gross income for the taxable year, but that the pre- 
residence and post-residence taxable income must be lumped together and 
the graduated rates applied to the aggregate.” This might be required be- 
cause section 211(a) is not applicable, and the applicable sections 11 and 12 
seem to impose the tax rates upon all the income “for the taxable year” 
without distinction between income described in section 211(c) and income 
described elsewhere. 

Two modifications of that general approach, however, would be neces- 
sary. First, section 211(c) provides that a non-resident alien’s tax under 
that section shall not be less than 30 per cent of his gross income and tax- 
able capital gains. In the rare case where the alien’s aggregate tax for the 
year would be increased by the application of the 30 per cent flat rate to his 
pre-residence income, that flat rate clearly may be applied to his pre-resi- 
dence income. This would leave only the post-residence income subject to 
the graduated rates starting at 20 per cent. In the usual case, however, the 
amount of the tax for the year is higher when the graduated rates are ap- 
plied to the aggregate amount of pre-residence and post-residence income. 
This might be true even where the pre-residence income, if considered 
alone, would not reach into tax brackets which effectively are in excess of 
the 30 per cent tax. The Treasury, therefore, may contend in such cases 
that the 30 per cent minimum tax provision is satisfied whenever the post- 
residence income is sufficient to bring the pre-residence income into gradu- 
ated tax brackets which effectively are in excess of the 30 per cent tax. 
Second, a non-resident alien generally is allowed only one personal exemp- 
tion, while a resident alien is allowed the same personal exemptions as citi- 
zens. Although the Code does not require that the resident alien’s exemp- 


89 See 1.T. 3237, 1938-2 Cum. But. 188; G.C.M. 9064, X-1 Cum. Butt. 314 (1931). 

90 But see notes 95 and 98 infra. 

91 Compare G.C.M. 10759, XI-2 Cum. Buti. 99 (1932) (prior law); G.C.M. 17195, 
XV-2 Cum. Butt. 107 (1936) (termination of alien’s year when tax in jeopardy). 
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tions for dependents, age, and blindness be prorated according to the length 
of his residence during the year, undoubtedly the Treasury will seek to 
limit those exemptions to an amount not in excess of the amount of the 
post-residence income.” 

As to a resident alien engaged in trade or business here,®* the considera- 
tions would be the same as those discussed above for an alien whose pre- 
residence taxable income exceeds $15,400.°%* Thke problem is somewhat 
simpler in the case of non-resident aliens engaged in trade or business here, 
since there is no minimum tax provision applicable to them. 

2. Timing of income. Assuming that the applicable foreign tax rate is 
less than that of the United States, an alien should try to collect or other- 
wise realize income from foreign sources prior to his change of residence 
status, since such income will not be subject to any United States tax. With 
respect to income from United States sources, equally important tax sav- 
ings may be possible due to the above described differences in the method 
of computing the tax. In some cases the alien may be able to control the 
time of receipt of such income or, in the alternative, to accelerate or post- 
pone the date of his change of residence and thus procure the advantage of 
the lowest tax. In this connection he might exert extra effort to collect in- 
terest from a United States payor prior to changing his residence status, 
or he might defer such effort until the cheaper result taxwise. Similarly, 
if the alien expects a substantial dividend payment from United States 
sources, he might either accelerate or postpone his change of residence, 
whichever tax consequence was most gainful.” 

There are some items of income, often overlooked, which are somewhat 
tricky as to timing. Excellent examples are partnership, trust, and foreign 
personal holding company income. The alien’s share of such income does 
not accrue to him from time to time throughout the year. Instead, the Code 
provides that his entire share becomes his income on the last day of the 
taxable year of the partnership,” trust,’ or foreign personal holding com- 


927.T. 3926, 1948-2 Cum. Butt. 48. 

93 Section 211(b) provides that a non-resident alien is engaged in trade or business here 
if he renders certain personal services here at any time during the taxable year. Query 
whether this applies to an alien who renders such services here only after becoming a resi- 
dent alien. 

94 This position is reflected in the computations in I.T. 3926, 1948-2 Cum. Butt. 48, but 
the tax would have been the same if computed separately as to the pre-residence and post- 
residence periods. 

95 There are, of course, many other factors of less general applicability. For example, the 
alien’s change of residence status might make a corporation into a personal holding com- 
pany, if the company escaped that classification solely because of the regulatory exclusion 
of certain corporations wholly owned by non-resident aliens. Reg. 118, Sec. 39.500-1(b). 
See also note 98 infra. 

96 T. R.C. §188; Reg. 118, Sec. 39.182-1(a). 

97 L.R.C, §164. 
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pany.** If the Code is read literally, the alien is taxable on the entire 
amount of his share of such income as he was a resident at the time the 
share became includible in his income. Thus, income from foreign sources 
might be taxed to the alien although earned by the partnership, trust, or 
foreign personal holding company at a time when the alien is a non-resident. 

The only case pertaining to this problem is Marsman v. Commissioner,” 
involving a foreign personal holding company. In that case the alien’s 
change from non-resident to resident made her subject for the first time to 
United States tax on her share of the company’s income. The Fourth Cir- 
cuit Court, in reversing the Tax Court, held that the taxpayer was subject 
to tax on her share of the company’s income to the extent allocable to the 
period of residence only and not to her entire share of such income for the 
year. 

The same result should follow in the case of partnership income. As pre- 
viously indicated, the courts seem to have looked behind the partnership fa- 
cade and, despite any clear, statutory authority, to have divided partnership 
net income into its components of gross income and deductions, and to have 
analyzed the gross income as to its source and fixed or determinable annual 
or periodical nature. It would be but a short step to separate these items 
further into two periods, one prior to the alien’s change of status and the 
other after. 

The problem is more difficult with respect to distributable trust income. 
As previously noted, the authorities do not analyze trust net income as 
comprised of items of gross income and deductions but tax non-resident 
aliens on such trust net income. Accordingly, the courts and the Treasury 
may decline also to allocate trust income between the taxpayer’s pre-resi- 
dence and post-residence periods. Instead, the alien’s aggregate share of 
trust income would be taxable to him at the end of the trust’s taxable year, 
the tax thereon being computed in accordance with his residence status on 
that day. This treatment, however, would be an overly-literal application 
of the Code. It seems more likely that the authorities will agree to a divi- 
sion of the trust income between the pre-residence and post-residence pe- 
riods.*”° 


98 T.R.C. §337(b). The alien’s change of status from non-resident to resident may com- 
plete the ownership requirements, so that at that moment the corporation becomes a for- 
eign personal holding company. Moreover, even if the corporation already were such a 
company, the alien’s change of residence status would make him for the first time subject 
to the foreign personal holding company rules, since non-resident aliens are not taxed on 
their share of the income of such companies. 

99 205 F.2d 335 (4th Cir. 1953), reversing 18 T.C. 1. (1952). 

100 Compare I.R.C. §162(d) (2) and (3), which sometimes requires for other purposes 
that trust income be computed for a period other than its taxable year. 
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B. Basis PROBLEMS 


The alien, on becoming a resident, may be the owner of property ac- 
quired many years before. If so, he is faced with serious questions of the 
tax effect of pre-residence increases or decreases in the value of such prop- 
erty. 

1. Unadjusted basis. A neat solution would be to give such property a 
tax basis equal to its fair market value when the owner became a resident. 
Although there is no provision in the Code for such treatment, there is 
some authority upon which the Treasury might argue for such a basis, 
both for depreciation *”* and for losses.*”” The Treasury, however, during 
four decades of wrestling with the problem of the basis of a new resident’s 
property has a basis equal to its cost.*°* If the property was purchased with 
presumably will not at this Jate date. 

Thus, it seems that, as in the case of citizens, the general rule is that the 
property has a basis equal to its cost.*°* If the property was purchased with 
foreign currency, as often might be the case with property acquired in the 
pre-residence period, the cost of the property would be determined by con- 
verting the foreign currency into its equivalent dollar value as of the date 
of acquisition.*** The same approach would be taken in the case of ex- 
changes of property, at least if the exchange were not tax-free under our 
laws. An apartment house, therefore, acquired in exchange for a private 
residence would have a cost *” and a tax basis equal to the value of the resi- 
dence in dollars as at the time of the exchange. 

Similarly, the statutory rules as to the basis of inherited property *” 
seem to apply to property inherited while the alien was a non-resident. Pre- 
sumably the same principle would apply to property acquired by gift.*® 

A more difficult problem is presented where property is acquired during 
non-residence through exchanges pursuant to corporate reorganizations. If 
the reorganization is tax-free, a citizen would, of course, take the tax basis 
for his newly-acquired securities from the tax basis of the surrendered se- 


101 Cf, Perkins vy. Comm’r, 125 F.2d 150 (6th Cir. 1942) (as to a citizen, depreciation 
basis of non-business property acquired by gift and converted to business use deemed to 
be value at date of conversion). 

102 Cf, Heiner v. Tindle, 276 U.S. 582 (1928) (loss upon sale of property, used as resi- 
dence until 1901 but rented thereafter until sale in 1920, is measured by difference between 
sale price and the lower of the values in 1901 and March 1, 1913). Cf. I-R.C. §113(b) (1) 
(C), which was added by the Revenue Act o. 1926. 

103 T.R.C. §113(a). 

104 See Benjamin Abraham, 9 T.C. 222, 226 (1947) ; David Schnur, 10 T.C. 209 (1948). 

105 Cf. Paul B. Ray, 20 B.T.A. 453 (1930) (citizen). 

106 J. R.C. §113(a)(5). See Andrew P. Solt, 19 T.C. 183, 188 (1952) Acq.; Comm’r v. 
Stearns, 65 F.2d 371 (2d Cir. 1933), cert. denied, 290 U.S. 670 (1933). 

107 T.R.C. §113(a) (2). 
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curities.’°* And there is nothing in the Code which seems to prevent the ap- 
plication of this rule to a taxpayer who was a non-resident alien at the time 
of the exchange. However, exchanges involving foreign corporations may 
not be considered tax-free even though such exchanges would be tax-free 
if involving domestic corporations, in view of section 112(i) of the Code, 
which provides in effect that the tax-free exchange provisions are not ap- 
plicable to exchanges in reorganizations involving foreign corporations un- 
less prior to the exchange it has been established to the satisfaction of the 
Commissioner that the exchange was not motivated primarily to avoid in- 
come taxes. If such prior approval is not obtained, the Commissioner has 
no authority retroactively to determine the purpose of the transaction, and 
it must be considered a taxable transaction.” In such a case, as the Code 
provisions relating to the tax basis of property acquired in a tax-free ex- 
change are not literally applicable, it would seem that the basis of the new 
securities would be their cost or, in other words, the value of the surren- 
dered securities. This would be so, of course, even though any gain on the 
exchange were actually free of United States tax by virtue of its having a 
foreign source or not being fixed or determinable annual or periodical in- 
come. 

It would appear that the Code provisions relating to exchanges of in- 
come-producing property **® for like property would always be applicable, 
since section 112(i) has no application to such an exchange.** Thus, the 
basis of the new property would be derived from the basis of the trans- 
ferred property.*” 

2. Adjustments to basis. It is obvious that some unusual results may 
flow from the rules discussed above. For example, the taxpayer might be 
entitled to a deduction for United States tax purposes for a loss on the sale 
of property, although that loss might be attributable to a decrease in value 
which occurred while the taxpayer was a non-resident alien not subject to 
United States taxes. Conversely, the taxpayer might be subject to a tax on 
the gain from the sale of property, even though that gain might be attrib- 
utable to an increase in value during the pre-residence period. These situa- 
tions suggest the question whether the basis of the property is to be ad- 
justed for pre-residence depreciation. 

(a) Loss transactions. In considering possible basis adjustments where 


108 T.R.C. §113(a) (6). 

109 Trans-Canadian Oil Corp., Ltd., 44 B.T.A. 913 (1941). 

110 T.R.C. §112(b) (1). 

111 Section 112(i) applies only to the exchanges described in subsection (b) (3), (4), (5), 
or (6) and subsections (c) and (d). Rumor has it that the failure in 1951 to amend sec- 
tion 112(i), so as to make it applicable to the 1951 spin-off provisions of section 112(b) 
(11), was an “oversight.” 

112 T.R.C. §113(a) (6). 
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the alien has incurred a loss, a distinction must be made between losses 
arising from casualty and losses arising from sales or exchanges. As to the 
former, the amount of the deduction is the difference between the fair mar- 
ket value immediately before the casualty loss and the fair market value 
immediately thereafter.*** In determining the amount of the loss of value, 
weight must obviously be given to decreases in the value of the property 
occurring prior to the date of the loss, including any decreases occurring 
during an alien’s period of non-residence.*** 

In the case of a loss arising from a sale or other disposition, however, 
the amount of the loss is measured by the difference between the amount 
realized therefrom and the amount of the adjusted basis of the property. 
The Code provides, generally speaking, that adjusted basis is the cost or 
other basis less depreciation allowed or allowable as deductions for United 
States income tax purposes.*** It seems to be clear that, if the property 
were located abroad so that the income therefrom was not from United 
States sources, a deduction for depreciation would neither be allowed nor 
allowable during the period of non-residence. Any adjustment, therefore, 
for past depreciation would have to be made in almost complete disregard 
of that statutory language. The Treasury might argue, however, that un- 
less adjustment is made for depreciation actually sustained but not deducti- 
ble, the alien in effect would be getting the benefit taxwise of such deprecia- 
tion in the year of loss and thus, in fact,would be taking as a loss deduction 
what he could not have taken as a deduction for depreciation. In the analo- 
gous situation dealing with the taxation to an otherwise tax-exempt or- 
ganization of rentals from a “‘supplement U lease,” the Treasury has ruled 
that in determining the adjusted basis of the rental property “adjustment 
must be made for depreciation for all prior taxable years whether or not 
the organization was exempt from tax for any of such years.” **® 

(b) Gain transactions. The Treasury might take a similar position with 
respect to transactions resulting in a gain. The failure to make any down- 


113 Helvering v. Owens, 305 U.S. 468 (1939). Of course, the amount of the loss cannot 
exceed the adjusted basis. 

114 See Benjamin Abraham, 9 T.C. 222 (1947) ; cf. Eugene Houdry, 7 T.C. 666 (1946). 

115 T.R.C. §113(b) (1) (B). 

116 Reg. 118, Sec. 39.423-3(a). This represents a reversal of the Treasury’s position. 
See G.C.M. 27491, 1952-2 Cum. Butt. 221, revoking G.C.M. 10857, XI-2 Cum. Butt. 105 
(1932). Compare Reg. 118, Sec. 39.113(b) (1)-4(a) (adjustment to basis must be made 
by mutual savings banks for depreciation prior to 1952, even though such banks were then 
exempt from income tax). See also, Automobile Club of Michigan, 20 T.C. No. 145 
(1953) ; United States v. Ludey, 274 U.S. 295 (1927). Section 1016(a)(3) of H.R. 8300 
apparently would require such adjustment for depreciation sustained during a period of 
non-taxable status, such adjustment to be made for purposes of determining gain as well as 
loss. The House Report statement that this has been Treasury practice since 1939 appar- 
ently refers to organizations exempt under section 101 and not to non-resident aliens. H.R. 
Rep. No. 1337, 83d Cong., 2d Sess. (1954). . 
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ward adjustment of basis for the pre-residence decrease in value would re- 
sult in decreasing the amount of the gain, thus giving the alien a tax bene- 
fit for such pre-residence decline in value as in the case of losses. This ar- 
gument is less convincing in the matter of gains, however, since the tax 
imposed is to some extent on increases in value which occurred during the 
pre-residence period. A further downward adjustment of basis would in- 
crease this inequity. 

(c) Future depreciation deductions. The Code provides that the tax basis 
for determining gain shall also be the basis upon which depreciation deduc- 
tions shall be computed.** Thus, if adjustment is not made for a pre-resi- 
dence decline in value, the amount of future depreciation deductions might 
enable the new resident alien to recover his entire original cost tax-free al- 
though it had been partially or fully recovered through deductions for for- 
eign tax purposes before he became a resident. The Treasury may use this 
factor as an additional argument for a downward adjustment of basis for 
prior depreciation actually sustained but not deductible. 

In view of the absence of any statutory authority for an adjustment, 
however, the Treasury may take a different avenue where future deprecia- 
tion deductions are the issue. The Treasury might, in complete accord with 
the Code, take the position that a “reasonable” allowance for depreciation 
in any year would be an amount which would write off the cost of the 
building over its entire life and not over its remaining life after the date of 
the taxpayer’s change of residence. Thus, the annual deduction for depre- 
ciation in the case of property with an unadjusted basis of $10,000 and 
with a useful life of ten years from the date of its acquisition would be 
only $1,000 per year even though the alien was a non-resident for the first 
half of those ten years and therefore not entitled to any depreciation.** 
Under this approach, the basis of the property, if it were later sold at a 
gain, would be reduced only by the amount of the depreciation actually al- 
lowed or allowable, and the tax on any pre-residence increase in value 
would not be extended beyond that tax literally imposed by the Code. 


C. MIscELLANEOUS PROBLEMS 


There are presently numerous other problems of importance to the new 
resident alien. Among them are : losses in the so-called confiscation cases ; *** 


117 L.R.C. §114(a). See note 116 supra. 

118 Cf, ILR.C. §125(b) (1) (requiring amortization of bond premium to be computed as 
if amortization had also been deducted in earlier years). But cf. Reg 118, Sec. 39.23(1)- 
5(a). See also, Burnet v. Thompson Oil & Gas Co., 283 U.S. 301 (1931). 

119 The principle seems well established that such a loss does not come within the mean- 
ing of the term “casualty loss,” so that losses of non-business or non-income producing 
property are not deductible under the casualty loss provisions of section 23(e) (3). E.g., 
A. Gilbert Formel, 9 TCM 782 (1950). As respects business or income-producing prop- 
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net operating loss deduction ; **° capital loss carry-over ; *** the alien’s choice 
of taxable year and accounting method ;**’ income and expenses overlap- 
ping both the pre-residence and the post-residence period ; *** recoveries of 
capital or income previously lost ; and the retroactive exercise of elections, 
such as capitalizing taxes. These, while important, are not of sufficient ap- 
plicability to justify comment here. 


CONCLUSION 


A number of the difficulties presented are due to the agglomeration of 
policies which must be taken into account in writing a statute for the taxa- 
tion of aliens. The statute must be specific enough to be susceptible of en- 
forcement under adverse circumstances, yet at the same time be broad 
enough to avoid giving competitive advantage to aliens. In addition, it 
should not discourage the flow of capital here. These problems are in the 
main unavoidable. Other difficulties, however, are largely technical as, for 
example, the literal conflict between certain sections of the Code when ap- 
plied to aliens. These can and should be corrected. Finally, numerous diffi- 
culties could be alleviated by Treasury statements of its views which would 
for the most part be accepted by taxpayers and tax advisers. In the mean- 
time, the tax adviser can only point out to his client the possible “pitfalls” 
and “loopholes” in planning his affairs. 


erty, however, the loss would seem to be deductible under section 23(e)(1) or (2) asa 
business loss or a loss on a transaction entered into for profit. See Eugene Houdry, 7 
T.C. 666 (1946). 

120 It seems clear that the alien is not entitled to a deduction with respect to operating 
losses incurred during a period of non-residence, if not connected with a trade or business 
in the United States. Cf. Reg. 118, Sec. 39.422-1(b) (5). This follows from the statutory 
definition of an operating loss as the excess of allowable deductions over gross income. 
ILR.C. §122(a). Presumably, if the non-resident alien had a loss in trade or business here, 
he would have a carry-over available after having become a resident. 

121 The capital loss carry-over deduction is not available to a non-resident alien not in 
trade or business here. I.R.C. §211(a) and (c). There seems to be nothing in the Code, 
however, to prohibit a resident alien from taking a capital loss carry-over deduction with 
respect to losses incurred while he was a non-resident, if any gains on the same sales or 
exchanges would have been taxable here. Cf. Reo Motors, Inc. v. Comm’r, 338 U.S. 442 
(1950) (the amount of the net operating loss of a citizen is computed under the law ap- 
plicable to the year of the loss, and the amount of the deduction is determined under the 
law applicable to the year of the deduction). See Fernand C. A. Adda, 10 T.C. 273, 279 
(1946) Acq., aff'd, 171 F.2d 457 (4th Cir. 1948) (capital loss carry-over not allowed if 
any profit on the transaction would not have been taxable). 

122 T.R.C. §41. 

123 See J. A. C. Steuer, 7 T.C. 1075 (1946) ; cf. Julius B. B. Stryker, 29 B.T.A. 1025 
(1934) ; Muhleman v. Hoey, 124 F.2d 414 (2d Cir. 1942). 








The United States Estate Tax 
Treaty Program 


BURTON W. KANTER 


.— the past fifty years much has been done to eliminate interna- 
tional double taxation and to resolve other international tax problems. 
However, it is only since World War I that the treaty has been recognized 
as a feasible and satisfactory means of attacking these problems. Since 
that time bilateral treaty arrangements have come to the fore as economic 
weapons capable of stimulating particular patterns of international trade and 
investment and of achieving a more reasonable allocation of tax sources 
among nations. Most recently the treaty movements have been aimed at 
eliminating international double taxation of decedents’ estates. The scope 
and significance of the United States estate tax treaty program will be ex- 
amined in this article. 


History OF TREATY MOVEMENT 


The Federal Government was urged to undertake a series of bilateral 
treaty arrangements to avoid international double taxation of decedents’ 
estates as early as 1933, when the United States Supreme Court, in Burnet 
v. Brooks,* held that property located within the United States might con- 
stitutionally be taxed even though the owner was neither a citizen nor a 
domiciliary of the United States.? In the course of its opinion the Court in- 
dicated that relief from the double taxation that necessarily ensued was to 
be found only in international conventions, “the advantages of which [lay] 
in the mutual concessions or reciprocal restrictions to be voluntarily made 
or accepted by powers freely negotiating on the basis of recognized princi- 
ples of jurisdiction.” * The Federal Government, however, did not engage 
in an estate tax treaty program until 1945. 

The lack of affirmative action as a direct result of the Brooks case may 
be attributed in part to the fact that Brooks was a non-resident alien. More 
important, double taxation of decedents’ estates by several nations did not 
constitute a severe tax burden during the early years of the federal estate 


Burton W. Kanter is a Teaching Associate, Indiana University School of Law. 

1288 U.S. 378 (1933). 

2 The decedent was a national of the United Kingdom living in Cuba. The property sub- 
jected to federal tax consisted of foreign and domestic corporate bonds, foreign stock, and 
bank deposits. The certificates representing each of these items were located i in New York. 

3 Burnet v. Brooks, 288 U.S. 378, 399 (1933). 
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tax since the rates of tax were low.* It was not until World War II and 
shortly thereafter that the federal estate tax rates rose sharply. It became 
clear then that the imposition of death taxes by two or more nations on the 
same property might constitute a tax burden sufficient to confiscate the 
whole of the estate.° 

Unlike income tax treaties which early found their way into the law of 
many European nations, there seems to have been little general activity to 
eliminate international double taxation of decedents’ estates until recent 
years. Many countries had imposed national income taxes early in the 
1900’s. These tax rates rose sharply during the first World War and stim- 
ulated the conclusion of bilateral treaty arrangements to mitigate double 
taxation of income. Furthermore, the League of Nations undertook to de- 
velop model income tax conventions.® Estate taxes, however, did not be- 
come popular until after World War I.’ 

While it is patent that the incentive to invest is more sharply curtailed by 
double taxation of income than double taxation of estates,* the impact of 
the latter is sufficiently great to affect in an undesirable way the incentive 
to invest in and hold foreign property. Not only does international double 
taxation of decedents’ estates tend to discourage investment abroad, but it 
imposes an unfair and discriminatory tax burden on those who do make 
such investments. It was largely recognition of the impact on investment, 


4 While the tax rates remained low, an individual owning property abroad could assume 
the risk of property being subjected to death taxes in two countries without incurring an 
excessive tax burden. ; 

5 Currently the top bracket rate for federal estate tax is 77 per cent. In the event an- 
other country’s death tax rates were similarly high, the imposition of tax by each country 
on the same property would clearly be confiscatory. Before the existence of a treaty ar- 
rangement with the United Kingdom, this was the situation with respect to estate taxes 
imposed on property of an American citizen dying domiciled in England. See Carroll, U.S. 
and England Eliminate International Double Taxation of Estates, 23 Taxes 1023 (1945). 
Unlike the case of foreign income taxes, there was no provision for crediting foreign estate 
taxes against federal estate tax liability until 1951. 

6 For a complete exposition of the early tax treaty movements consult Wang, Jnterna- 
tional Double Taxation of Income: Relief Through International Agreement, 1921-1945, 
59 Harv. L. Rev. 73 (1945). Earlier attempts at solving problems of international double 
taxation are discussed in Seligman, Double Taxation and International Fiscal Coopera- 
tion 32 (1928). The League of Nations did complete two model estate tax treaties in 1946. 
London and Mexico Model Tax Conventions, Commentary and Text (Fiscal Comm. 
League of Nations) 34-55, 86-100, C.88, M.88, II.A, II.A.7 (1946). 

7 The first federal estate tax was enacted in 1916. 

8 See Carroll, Double Taxation Conventions Concluded by the United States Since 1939, 
Srupies In INTERNATIONAL Tax Law 25, 77 (The International Fiscal Ass’n, vol. V, 
1947). The business interests of a country are more concerned, of course, with the avoid- 
ance of double taxation in the field of income and property taxes than they are with respect 
to death taxes. This explains an additional reason why the estate tax treaty program was 
slow in developing. Trade associations and other influential business and industrial lobbies 
have urged the rapid conclusion of income tax treaties, but “decedents have no lobby!” 
Ibid. 
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a belief that “double taxation” is unfair, and the emergence, after World 
War II, of the United States as a world leader, that stirred the Federal 
Government to implement an estate tax treaty program.’ The estate tax 
treaty movement forms an integral part of a general tax revision program 
the United States has engaged in since the end of World War II to stimu- 
late foreign trade and investment.*® The tax treaties are expected to pro- 
vide a stimulus to the freer flow of investment between nations and to in- 
crease American private property holdings in foreign countries. The reso- 
lution of the double taxation problem between the United States and for- 
eign nations should also produce a more reasonable allocation of tax sources. 

Since 1945, when the United States signed its first estzte tax convention 
with Canada, ten additional estate tax treaties have become effective. Pres- 
ently, the United States has estate tax treaty arrangements with Canada, 
Finland, France, Ireland, Norway, Switzerland, the Union of South Af- 
rica, the United Kingdom, Australia, and Greece.’ In addition to the trea- 


9 Two antecedent treaty movements form an historical basis for the resolution of inter- 
national estate tax problems by treaty and for the development of an estate tax treaty pro- 
gram by the United States. In the late eighteenth century the United States concluded trea- 
ties governing the succession to real property by aliens. For a detailed discussion of this 
movement see Boyd, Treaties Governing the Succession to Real Property by Aliens, 51 
Micu. L. Rev. 1001 (1953). And since 1932 the United States has engaged in an income 
tax treaty program. Consult Kanter, The United States Income Tax Treaty Program, 7 
Nat. Tax J. 69 (1954) ; Gordon, The United States Income Tax Treaty Program, 7 Nat. 
Tax J. 34 (1954) ; Wasserman and Tucker, The United States Tax Treaty Program, 2 
Nat. Tax J. 33 (1949) ; Wang, supra note 6; Blough, Treaties to Eliminate International 
Double Taxation and Fiscal Evasion in Proceeptncs oF New York UNIversity FirrH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 208 (1946). 

10 DEPARTMENT OF STATE AND THE NATIONAL Apvisory CouNciL, Pornt Four Cooper- 
ATIVE PROGRAM FOR AID IN THE DEVELOPMENT OF ECONOMICALLY UNDERDEVELOPED AREAS 
(1949). 

11 The following chart represents a graphic history of the United States treaties, rati- 
fied and in effect, relating to estates and inheritances. 











Ratified by 
United Ratified by Ratifica- 
Text States Other tions Pro- Effective 
Country Symbol Signed Senate Country Exchanged claimed Date 
ee TS-989 6-8-1944 12-6-1944 12-28-1944 2-6-1945 3-6-1945 6-14-1941 


Canada, 
Supplemental . TIAS-2348 6-12-1950 9-17-1951 8-1-1950 11-21-1951 11-29-1951 11-21-1951 
United 





Kingdom ....TIAS-1547 4-16-1945 6-1-1946 — 7-25-1946 7-30-1946 7-25-1946 
er TIAS-1982 10-18-1946 6-2-1948 9-5-1949 10-17-1949 10-27-1944 10-17-1949 
Norway ....... TIAS-2358 6-13-1949 —. 12-11-1951 ae 12-11-1951 
er Ty TIAS-2355 9-13-1949 9-17-1951 12-10-1951 12-20-1951 12-20-1951 12-20-1951 
South Africa ...TIAS-2509 4-10-1947 9-17-1951 6-18-1952 7-15-1952 8-19-1952 7-15-1952 

Supplemental 


Protocol ... TIAS-2509 7-14-1950 9-17-1951 6-18-1952 7-15-1952 8-19-1952 7-15-1952 
Switzerland .... TIAS-2533 7-9-1951 9-17-1951 7-12-1952 9-17-1952 = 10-7-1952 9-17-1952 


Finland ...... - TIAS-2595 3-3-1952 7-4-1952 12-18-1952 12-18-1952 12-18-1952 12-18-1952 
Greece ..... oo == 2-20-1950 —_— 12-30-1953 12-30-1953 12-30-1953 12-30-1953 
Australia ..... a ——a 5-14-1953 — 1-7-1954 1-7-1954 1-7-1954 1-7-1954 


(Treas. Dep’t, List oF TREATIES AND ProposEep TREATIES INVOLVING TAXATION (1952) ; 
CCH New DeveLopMents, TAX Treaties [9988 (1954) ). 
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ties presently in effect or signed, formal negotiations have been held with 
Colombia, Italy, Japan, Uruguay, and Mexico.’* Informal exploratory dis- 
cussions have been undertaken with representatives of Argentina, Austria, 
Brazil, Cuba, Western Germany, the Philippines, Sweden, and Venezuela.** 


THEORETIC BASIS FOR TREATY PROGRAM 


An estate tax treaty program is justified primarily on the basis of a sense 
of fairness in taxation and the economic necessity of obviating as much as 
possible the destroying effect of double taxation on investment. Perhaps 
the theoretic objective of an estate tax is to prevent estate accumulation 
and to redistribute the wealth.** Strict adherence to this end might make 
it difficult to understand the condemnation of means tending to accomplish 
the objective. If this is the end to be accomplished, abuse should not be 
heaped upon the several nations fairly exerting their taxing power on a 
single estate to confiscate it. However, the idea of equality of wealth is 
generally thought of in relation to a single national economy. 

It is well recognized that a nation’s sovereign taxing power may be ex- 
erted to the fullest in any case where there is the existence of some rela- 
tionship between the taxing nation and the decedent, the beneficiary, or the 
property of the estate.*° Specifically, the connection must be based on at 
least one of the following: (1) domicile of the decedent; (2) nationality 
of the decedent ; (3) location of the property ; (4) domicile of the benefici- 
ary; and (5) nationality of the beneficiary. The existence of any one or 
more of these relationships with the taxing state provides the nexus req- 
uisite for jurisdiction to tax. A country’s full taxing power, however, is 
effectively limited by the accessibility of tangible assets for satisfaction of 
the tax liability. But satisfaction of a fairly assessed tax liability is appro- 
priate to whatever extent possible, even at the sacrifice of the assets of the 
entire estate. 

No ultimate individual right to be free of fairly assessed taxes by juris- 
dictions with which the owner of the estate, the beneficiary, or the property 


12 Treas. Dep’t, List oF TREATIES AND PROPOSED TREATIES INVOLVING TAXATION 
(1952). 

13 [bid. 

14 The basic argument for levelling inheritances is equality of opportunity for children. 
Blum and Kalven, The Uneasy Case for Progressive Taxation, 19 U. or Cur. L. Rev. 
417, 502 (1952) ; Kenprick Pusiic FINANCE 228 et seg. (1951). It should not be over- 
looked that alternative justifications for taxing wealth may be suggested. But see generally 
SHuLtz, AMERICAN Pustic FINANCE 507-508, n. 25 (5th ed. 1949). For a critique of the 
arguments for redistribution of wealth through death taxation, consult Haensel, The 
Proper Sphere of Death Taxes, 183 ANNALS 86 (1936); Co-r_m ann LEHMANN, Eco- 
NOMIC CONSEQUENCES OF RECENT AMERICAN Tax Poricy 43-46 (1938). 

15 Cf, Peairs, General Principles of Taxation: An Initial Survey, 6 Tax L. Rev. 267, 
279-280 (1951). 
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of the estate have come into contact can be said to exist. Thus, there is no 
fundamental basis for an estate tax treaty program in the limits of the sov- 
ereign power to tax. Naturally then, a treaty cannot define in a significant 
manner “proper” tax jurisdiction ; it can merely allocate the sources of tax 
liability according to mutually satisfactory negotiations. 

Nevertheless, a theoretic basis is to be found for an estate tax treaty pro- 
gram in certain fundamental philosophic, political, and economic beliefs. 
The attitude upon which the treaty program is based has been exemplified 
by past action of the United States Supreme Court. The Court has consid- 
ered, on occasion, taxation by two or more of the several states of the same 
property as a violation of an individual’s constitutional right not to be de- 
prived of property without due process of law*® and, in the appropriate 
case, as a violation of the commerce power protecting the free flow of com- 
merce among the states without interference or impediment.** The Federal 
Constitution, at one time, may have limited the end objective of an estate 
tax by curbing the sovereign power of the states to tax and requiring a 
standard of fairness in the ultimate tax burden to be borne; ** it presently 
requires that the right to levy and collect types of tax be not exercised in 
such a manner as to interfere with the free flow of commerce. 

A corresponding attitude would seem to be the basis of the Federal Gov- 
ernment’s pursuit of a treaty program aimed at eliminating international 
double taxation of decedents’ estates. Underlying the movement to engage 
in a treaty program is a belief that the impact of a tax must be limited by a 
notion of fairness and a recognition of the necessity of not interfering to 
too great an extent with the free flow of capital and investment funds into 
foreign property holdings. While the standard of fairness is vague and 
difficult of application, it does nevertheless serve as an impetus to the con- 
clusion of treaty arrangements effectively curbing the taxing power of na- 


16 This has been, in fact, a right and protection only sometimes invoked, and in recent 
years the Court has relinquished control over this area to the states. However, this change 
in the role of the Supreme Court has not affected the basic attitude of the Federal Govern- 
ment with respect to international double taxation of decedents’ estates. For a study of 
the Supreme Court’s control of double taxation, consult Hawkes, Death Duties and Double 
Taxation: Canada and the United States Compared, 5 Nat. Tax J. 145 (1952). 

17 For an analysis of state taxation and interstate commerce, consult Barrett, “Sub- 
stance” vs. “Form” in the Application of the Commerce Clause to State Taxation, 101 U. 
or Pa. L. Rev. 740 (1953) ; Hartman, State Taxation of Interstate Commerce, 3 Wasu. 
L.Q. 233 (1953) ; Note, State Taxation of Vehicles Moving Interstate: The Intervention 
of the Supreme Court, 28 Inv. L.J. 212 (1953) ; Cox, Interstate Commerce and a State’s 
Right to Revenue, 30 Taxes 25 (1952) ; Clark, Interstate Commerce and a State’s Right 
to Revenue: A Rejoinder, 30 Taxes 263 (1952); Barrett, State Taxation of Interstate 
Commerce: “Direct Burdens,” “Multiple Burdens,” or What Have You?, 4 Vanp. L. Rev. 
496 (1951) ; Dodd, Relation of Due Process and Commerce Clause to State Taxing Power 
in PrRocEEDINGS oF Nat. Tax Ass’n 113 (1941). 

18 See note 16 supra. 
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tions while at the same time recognizing the inherent sovereign power to 
tax. 

It is necessary to realize that economically the fundamental objective of 
an estate tax may not be wholly accomplished, as its achievement would be 
inimical to a healthy economy. The closer continued international double 
taxation of decedents’ estates brings the achievement of the end objective 
of an estate tax, the more substantial is the adverse effect on investment in, 
and ownership of, foreign property. A death tax which serves to level the 
estate impairs desire to work and to accumulate. An individual will tend 
to spend all that he earns on current consumption and will not be impelled 
to earn more than he can spend. 

Furthermore, two World Wars would seem to have demonstrated, at the 
least, the need for international cooperation in most matters rather than dis- 
pute over all matters. It is, therefore, not naive to believe that another im- 
pulsion to the estate tax treaty program was the desire to promote inter- 
national good will and cooperation. This is attested to by the espoused ob- 
jective of the estate tax treaties to undertake fiscal cooperation to prevent 
fraud and tax evasion. Ample opportunity is provided for close adminis- 
trative cooperation under the exchange of information and mutual assist- 
ance collection provisions.*® 

Recognition of these principles underlying the estate tax treaty program, 
however, does not serve to delineate clearly the appropriate taxing jurisdic- 


19 For a report on the extent and success of collaboration on the administrative level be- 
tween the United States and Canada, consult King, Practical Procedure under the United 
States—Canadian Conventions Relating to Income and Estate Taxes in PROCCEDINGS OF 
Nat. Tax Ass’n 140 (1952) ; McEntyre, Procedure Under the Canada-United States Tax 
Conventions in Proceeptncs or Nat. Tax Ass’n 148 (1952). 

Some of the treaties also provide that in the event double taxation continues to ensue 
under the convention as applied to a particular case, the representative of the estate may 
make these facts known to the proper contracting party. It is then the duty of the compe- 
tent authorities of that country to undertake to come to an agreement with the competent 
authorities of the other contracting nation equitably to avoid the double taxation (Con- 
VENTION BETWEEN THE UNITED STATES AND FRANCE, Art. XIV, U.S. Treaty Ser. No. 
1982 (1949) (the obligation imposed is permissive and there is no duty to attempt to 
avoid the double taxation) ; CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. 
XI, U.S. Treaty Ser. No. 2358 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND 
SwirzerLanp, Art. VI, U.S. Treaty Ser. No. 2533 (1952); Proposep CONVENTION BE- 
TWEEN THE UNITED STATES AND Greece, Art. XII, S. Exec. K, 81st Cong., 2d Sess. 
(1950) ; CoNVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. X, U.S. TREATY 
Ser. No. 2595 (1952) ). The CoNvENTION BETWEEN THE UNITED STATES AND THE UNION 
or Soutu Arrica, Art. XI, U.S. Treaty Ser. No. 2509 (1952), is phrased somewhat dif- 
ferently and provides that if the claim or protest is deemed worthy of consideration, the 
two nations may consult to determine whether the alleged double taxation may be avoided 
in accordance with the terms of the present convention. Despite somewhat different lan- 
guage, the treaty with Australia is to the same effect (CONVENTION BETWEEN THE UNITED 
STATES AND COMMONWEALTH oF AustTRALIA, Art. VII, S. Exec. J, 83d Cong., Ist Sess. 
(1953) ). 
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tion for various classes of property. The treaties have in general adopted 
the situs principle of tax jurisdiction. This allocation of tax sources may 
indicate that the United States has seen fit to adopt a principle of benefit or 
service in defining jurisdiction to tax. The practical application of jurisdic- 
tional principles based on the services rendered property or the benefits ac- 
cruing to property is usually difficult. Not even in the extreme case of real 
property is it clear that the important rights in the land are serviced solely 
by the country in which the property is located. Nevertheless, the principle 
seems to have played an important part in guiding the formulation of rules 
of situs (jurisdiction) for the United States treaties. 


THE ForeIcn Estate TAX CREDIT 


The Revenue Act of 1951 introduced a foreign estate tax credit for 
United States citizens and residents dying after October 20, 1951.”° The 
objective of the foreign estate tax credit is to lighten international double 
taxation of United States citizens’ and residents’ estates arising from the 
imposition of the federal estate tax on their entire estate and the imposi- 
tion of a foreign death tax on property situated abroad. As in the case of 
the foreign income tax credit,”* alien residents of the United States may 
claim the tax credit for estate taxes paid abroad only on a reciprocal basis, 
that is, residents of the United States who are not American citizens are 
permitted the benefits of the foreign estate tax credit only if the country of 
which they are citizens or nationals allows a similar foreign tax credit with 
respect to the federal estate tax imposed on American citizens who are resi- 
dents of that country. 

Only taxes actually paid to a foreign country may be credited against 
federal estate tax liability. Moreover, the credit may be utilized only with 
respect to foreign estate, inheritance, legacy, or succession taxes.” But the 
foreign estate tax credit is accorded not only to death duties of foreign na- 
tions but also to the death taxes of their possessions and political subdivi- 
sions. As in the case of the foreign income tax credit, the foreign estate 
tax credit is limited so that the taxes paid abroad with respect to property 
situated abroad may be offset only to the extent that such property is taxed 
by the United States. The imposition of a foreign estate tax at a higher ef- 
fective rate than that borne under the federal estate tax leaves the dece- 
dent’s estate subject to some double taxation, since the maximum credit al- 
lowed equals the effective rate of tax imposed by the United States. 


20 T.R.C. §§813(c) and 936(c). 

21T.R.C. §131. 

22 The treaty provisions are applicable, in addition, to any other taxes of a substantially 
similar character imposed by either of the contracting nations after the date of signature 
of the convention. See CoNVENTIONS, op. cit. supra note 11, Art. I(2). 
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In contrast to the federal tax credit for foreign income taxes paid abroad, 
the United States did not grant a federal estate tax credit to mitigate inter- 
national double taxation of decedents’ estates previous to the active pursuit 
of a treaty program designed to serve the same objective more effectively.” 
The foreign estate tax credit first appeared six years after the United States 
had concluded its first estate and inheritance tax treaty. At the time the for- 
eign estate tax credit was adopted the United States estate tax treaty pro- 
gram already consisted of ten signed conventions.” 

After World War iI international double taxation of estates of deceased 
United States citizens and residents became acute, and it seemed necessary 
to take a substantial step to offer relief in cases outside the scope of the ex- 
tant treaty arrangements and to fill the gaps left by some treaty arrange- 
ments. Furthermore, it was considered appropriate to lessen the inequi- 
ties existing between United States citizens and residents holding property 
abroad in countries that had executed treaty arrangements with the United 
States and American citizens and residents holding property abroad in coun- 
tries which had not executed treaty arrangements with the United States 
and between estates falling within the purview of a treaty arrangement and 
estates falling without the treaty arrangement because the deceased’s death 
occurred before the effective date of the treaty.” 

The most important gap filled by the foreign estate tax credit is that 
which occurred because the treaties are applicable only to national death 
taxes.*® In the instance that state, provincial, or other “local” taxes were 
more important than the national death duties imposed, the treaties were 
ineffective in mitigating the double tax burden. However, the foreign es- 
tate tax credit is allowed not only for the national death duties of foreign 
countries but also for death taxes imposed by possessions or political sub- 
divisions of foreign countries.** In the case of a United States citizen or 
resident paying death duties abroad, the estate is permitted an option in 
computing the credit to be offset against the federal estate tax liability. The 
estate may use either the amount of the credit computed under the existing 


23 The foreign income tax credit was first introduced in the Revenue Act of 1918. The 
United States did not conclude its first income tax treaty until 1932. On the other hand, 
the first United States estate tax treaty became effective in 1945 (see note 11 supra), while 
the foreign estate tax credit was not introduced until 1951 (see note 20 supra). For a 
discussion of the federal tax credit for foreign income taxes and the United States income 
tax treaty program, see Kanter, supra note 9. 

24 See note 11 supra. 

25 Consult Sherriff, Techniques of Avoidance of International Double Estate Taxation, 
24 TuLane L. Rev. 395 (1950), for relief measures other than the estate tax treaty and the 
foreign estate tax credit available to individuals dying before the effective date of an estate 
tax treaty. 

26 See pp. 411, 412. 

27 Reg. 105, Sec. 81.9; Sen. Rep. No. 781 (Part 2), 82d Cong., Ist Sess. 104 (1951). 
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treaty or that computed under the foreign estate tax credit, whichever is 
greater. ** 

The foreign estate tax credit is allowed against both the basic estate tax *° 
and the additional estate tax.*° In general, the credit arrangement may not 
be used fo: any portion of a foreign estate tax which is paid with respect to 
property situated outside the foreign country imposing the tax.** The for- 
eign estate tax credit is further limited in order to prevent reduction of the 
federal estate tax liability on property located abroad. In the case of the 
basic estate tax, the credit is first restricted to an amount which bears the 
same ratio to the amount of tax actually paid to the foreign country as the 
value of the property situated within the foreign country and subjected to 
death duties and included in the gross estate for federal estate tax purposes 
bears to the value of all the property subject to the foreign death duties.*” 
Secondly, the amount of the credit may not with respect to all foreign taxes 
exceed that portion of the federal estate tax ** equal to the ratio the value 
of the property situated within the foreign country and subjected to death 
duties and included in the gross estate for federal estate tax purposes bears 
to the value of the entire estate.** In the case of the additional tax, the 
credit may not exceed the amount by which the death taxes paid to the for- 
eign country exceeds the amount of the credit allowed against the basic 


28 [bid. 

29 See I.R.C. §800 et seq. 

30 See I.R.C. §935 et seq. 

31 The determination of the country in which the property is located whether the credit 
is allowable is made in accordance with the principles applicable in determining whether 
property is situated within or outside of the United States for imposition of the federal es- 
tate tax on the estate of a non-resident alien. I.R.C. §§813(c) (1) and 936(c) (1). 

Situations specifically covered by the Code are limited. Stock in a domestic corporation 
is considered property within the United States (I.R.C. §862(a)). Bonds of a domestic 
corporation are not property located in the United States unless the certificates are physi- 
cally present in the United States (Reg. 105, §81.13; Rev. Rul. 54-21, 1954 Int. Rev. Buti. 
No. 2 at 25 (1954) ). Any property which is the subject of a revocable transfer, within 
the meaning of §811(c) or (d), or a transfer made in contemplation of death is deemed to 
be located in the United States (I.R.C. §862(b)). In addition, Burnet v. Brooks, note 3 
supra, permits inclusion of shares of stock in foreign corporations and bonds issued by 
foreign corporations in the estate if the certificates are physically present in the United 
States at the time of death. The proceeds of life insurance upon the life of a non-resident 
alien decedent (I.R.C. §863(a)), bank deposits, if the non-resident alien is not engaged in 
business in the United States (I.R.C. §863(b)), and works of art imported solely for ex- 
hibition or loaned for that purpose to a public gallery or museum are property not con- 
sidered situated in the United States. The knitting of these rules regarding the foreign 
estate tax credit with the allowable treaty credit may be seen under Sirus Ru es, pp. 418 
to 424, inclusive, infra, and accompanying notes. 

32 T.R.C. §813(c) (2) (A). 

88 The tax subject to the credit is the liability due after deducting the credits provided 
for in I.R.C. §813(a) and (b). 

84 T.R.C. §813(c) (2)(B). The gross estate figure is first reduced by the deductions pro- 
vided for in I.R.C. §812(c), (d), and (e). 
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tax.*° The amount of the credit is further limited to that amount which 
bears the same ratio to the additional tax imposed ** as the value of the 
property situated within the foreign country and subjected to death duties 
and included in the federal gross estate bears to the value of the entire 
gross estate.*” 

The first limitation serves to determine the amount of the foreign tax at- 
tributable to the property with respect to which the credit is allowable in 
case the property is not located within the country imposing the death tax 
or is not included in the federal gross estate. Under the second limitation 
the credit is prevented from exceeding the portion of the federal estate tax 
attributable to the property which qualified for application of the credit. 
The total credit allowable is the lesser of the amounts computed under the 
two limitations. Both in the case of the basic tax and the additional tax, 
each of the two limitations is to be computed separately for the tax of each 
foreign country. However, in the case of a foreign country imposing more 
than one kind of death tax or imposing a death tax at different rates on 
shares of the estate, and in the case of a foreign country and a political 
subdivision thereof both imposing a death tax, the first limitation but not 
the second is to be calculated separately for each tax.** 

The foreign estate tax credit represents a tax concession on the part of 
the United States, since it serves to transfer American tax revenue from 
the Federal Government to the foreign countries imposing death duties on 
the foreign property holdings of United States citizens and residents. The 
amount of this revenue concession ‘depends on the extent to which Ameri- 
can property holdings abroad exceed foreign property holdings in the 
United States. 


35 T.R.C. §936(c) (2) (A). 

36 The tax subject to the credit is the liability due after deducting the credit provided 
for in I.R.C. §936(b). 

87 T.R.C. §936(c) (2) (B). See note 34 supra. 

88 The property values to be utilized in computing the first ratio are the foreign tax 
values (I.R.C. §§813(c) (3) (A) and 936(c)(A)). Valuation for application of the sec- 
ond ratio will depend on regulations to be promulgated by the Secretary of the Treasury, 
accounting for certain permissible deductions for the gross estate (I.R.C. §§813(c) (3) (B) 
and 936(c)(3)(B)). For a suggestion concerning the computation of these deductions, 
consult Molloy and Woodford, Estate Planning Techniques and the Ownership of Canadian 
Securities, 62 Yate L.J. 147 (1953). With respect to the second limitation, if a foreign 
country imposes more than one kind of death tax or imposes taxes at different rates upon 
several shares of an estate, or a country and its possessions or political subdivisions each 
imposes a death tax, the value of the foreign property to be considered in the credit com- 
putation is the combined value of such tax or different rates imposed, which does not ex- 
ceed the value at which the property was included under the federal estate tax computation. 
Reg. 105, Sec. 81.9. 
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ScoPE OF TREATIES 


The scope of the United States estate tax treaties is restricted in applica- 
tion to the estate taxes imposed by the Federal Government and the na- 
tional death duties imposed by the foreign country.*® The purview of the 
estate tax treaty program does not comprehend estate, inheritance, legacy, 
or succession taxes imposed by any state, territory, possession, or other po- 
litical subdivision *° of either contracting nation.** 





39 Only the Dominion Succession Duties are provided for in the treaty with Canada 
(CONVENTION BETWEEN THE UNITED STATES AND CaAnapa, Art. I, U.S. Treaty Ser. 
No. 989 (1945)). The treaty with the United Kingdom is applicable to the British estate 
tax duty but not to the United Kingdom legacy or succession duties (CONVENTION BE- 
TWEEN THE UNITED STATES AND THE UNITED Kincpom, Art. I, U.S. Treaty Ser. No. 
1547 (1946) ). The national tax on inheritances is the subject-matter of the treaty with 
France (CONVENTION BETWEEN THE UNITED STATES AND France, Art. I, U.S. Treaty 
Ser. No. 1982 (1949)). The treaty with Norway comprehends the Norwegian tax on in- 
heritances and death gifts (CONVENTION BETWEEN THE UNITED STATES AND Norway, 
Art. I, U.S. Treaty Ser. No. 2358 (1951) ). The estate duty imposed by Ireland is the 
only tax subject to the Irish treaty (CONVENTION BETWEEN THE UNITED STATES AND 
IRELAND, Art. I, U.S. Treaty Ser. No. 2355 (1951) ). The treaty with the Union of South 
Africa is applicable to the estate duty imposed by the Union (CoNVENTION BETWEEN THE 
Unitep STATES AND THE UNION oF SoutH Arrica, Art. I, U.S. Treaty Ser. No. 2509 
(1952) ). The Greek tax on inheritances and the Commonwealth Estate Duty, respectively, 
are the taxes subject to the Greek and Australian treaties (CONVENTION BETWEEN THE 
Unitep STATES AND GREECE, Art. I, S. Exec. K, 81st Cong., 2d Sess. (1950) ; Conven- 
TION BETWEEN THE UNITED STATES AND COMMONWEALTH OF AusTRALIA, Art. I, S. Exec. 
J, 83d Cong., Ist Sess. (1953) ). 

40 Provision is made in the treaty with Great Britain for either contracting party, with 
the consent of the other, to extend the operation of the convention at any time while it re- 
mains in force to its colonies, overseas territories, protectorates, or territories under man- 
date, which impose taxes substantially similar to those subject to the convention. The pro- 
vision is made specifically applicable to the Channel Islands and the Isle of Man in the case 
of Great Britain (CONVENTION BETWEEN THE UNITED STATES AND THE UNITED KINGDOM, 
Art. VIII, U.S. Treaty Ser. No. 1547 (1946)). It has been implied that the primary 
purpose of the provision is to provide a basis for bringing British Crown colonies within 
the purview of the convention. Puerto Rico is autonomous in matters of revenue and may 
be considered in a position similar to that of Australia and the Union of South Africa with 
which the United States has executed separate treaties. The United States possessions do 
not impose estate taxes. Practically all the British Crown colonies impose estate taxes 
though at lower rates than those existent in the United Kingdom. Gornick, The Effect of 
the Canadian and British Death Tax Conventions in ProcEepINGS oF NEw York UNI- 
VERSITY FourTH ANNUAL INSTITUTE ON FEDERAL TAXATION 145, 164 (1946). 

41 The only exception to this generalization occurs in the Finnish and Swiss conventions. 
Both conventions are applicable only to the federal estate tax and do not affect state taxes. 
However, the convention with Finland extends not only to the inheritance tax imposed by 
the national government but also to the death duties of the Finnish communes (CoNvEN- 
TION BETWEEN THE UNITED STATES AND FINLAND, Art. I, U.S. Treaty Ser. No. 2595 
(1952) ). The national government of Switzerland does not impose a death tax; however, 
death duties are imposed by 20 of the 22 cantons which compose the Swiss confederation. 
The treaty with Switzerland is applicable to the death duties imposed by the Swiss cantons 
and their political subdivisions (CONVENTION BETWEEN THE UNITED STATES AND SwiIt- 
ZERLAND, Art. I, U.S. Treaty Ser. No. 2533 (1952) ). 
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The reason for limiting the practical sphere of operation under the trea- 
ties is not manifest. There would seem to be little question of the legal 
power of the Federal Government to bind the states by treaty, limiting the 
imposition of their death taxes.*? It may be supposed that the failure of 
treaty negotiators to exert this power stems in part from a general reluc- 
tance displayed by the Senate in the past to enter into agreements with 
other countries which would materially affect the taxing powers of the 
states. Nevertheless, it is important to recognize that the problem of inter- 
national double taxation of decedents’ estates is broader than that reflected 
by concern only for national death duties. 

Burdensome international double taxation has occurred as a result of the 
imposition of death duties by two or more national political subdivisions. 
Moreover, not infrequently does it appear that “local” death duties may 
have a greater impact than the corresponding national tax liability.** Fur- 
ther, situations involving several tax jurisdictions (national and “local” 
subdivisions) involve a series of extremely complicated tax determinations 
in each of the taxing jurisdictions. The separate jurisdictional aspects of 
the international tax problem become even more complicated when a tax 
credit is used to alleviate double taxation. The simplest case would involve 
the credit for state taxes against the federal estate tax liability “* as well as 
the credit for national taxes under the treaty arrangement.** Therefore, the 
lack of international agreements among the political subdivisions of vari- 
ous nations and the probable impossibility that an American state could en- 
ter into such arrangements ** would seem to indicate that serious considera- 
tion must be given to the possible extension of the treaty program to en- 
compass death taxes imposed by all levels of government.*’ 


42 The treaty-making power of the Federal Government with respect to matters concern- 
ing foreign relations would seem to be broad enough to cover this limitation. An analogous 
exertion of the power may be found in the treaties providing for the succession to prop- 
erty by aliens, contrary to the normally applicable provisions of state law. See note 9 
supra. See Santovincenzo v. Egan, 284 U.S. 30 (1931) ; Gornick, supra note 40, at 148. 

43 For an example, consult Griswold, The Canadian Death Tax Convention, 23 Taxes 
402 (1945). See also Molloy and Woodford, supra note 38, at 159. With respect to 
Canada, only two provinces continue to impose their own succession duties, the other prov- 
inces having relinquished their death tax power to the Dominion under tax rental agree- 
ments. However, these two provinces, Ontario and Quebec, are perhaps the most important 
financially and politically. 

44 See I.R.C. §813(b). 

45 Crediting “local” taxes against national taxes reduces the amount of national tax sub- 
ject to credit treatment under the conventions. 

46 “No state shall enter into any treaty. . . .” U.S. Const. Art. I, §8. Contra: Gornick, 
supra note 40. 

47 A short step has apparently been taken in this direction in the treaty with Finland 
and Switzerland. However, provision is made only for certain death duties imposed by the 
lower levels of government of Finland and Switzerland but not the United States. More- 
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Situs PRINCIPLE 


International double taxation of decedents’ estates is overcome in the 
United States estate tax treaties by means of a credit device. Each country 
is permitted to tax personal property on the same basis as formerly.** Thus, 
in the case of the Uniied States the federal estate tax will be applicable to 
the entire estate of American citizens (regardless of domicile)** and Amer- 
ican domiciliaries (regardless of citizenship).°° Only real property situated 
outside of the United States is excluded from the federal estate tax base.” 
All property of non-resident aliens situated or having a situs within the 
United States is also subject to the federal estate tax.” 

The treaties have adopted the principle of situs taxation. It is on this 
basis that the credit mechanism operates. For this purpose the treaties have 
established uniform rules of situs for various kinds of property and uni- 
form rules for determining the location of property not specifically pro- 
vided for. A credit is allowed in the case of the same property being taxed 
by both countries—by the country of domicile (or citizenship in the case of 
the United States )°*—for the tax paid to the country of situs. Real prop- 
erty is excluded from the purview of this rule inasmuch as it is deemed to 
have its situs where it is located and is to be taxed exclusively in the coun- 
try of situs. This accords with the present federal tax treatment of real 
property.” 


over, the primary need of doing so in the case of Switzerland stems from the fact that 
Switzerland imposes no national death duty. See note 41 supra. 

48 Canada in the case of the Dominion Succession Duty, the United Kingdom in the case 
of the British Estate Duty, and Ireland in the case of the Irish Estate Duty, each applies 
the tax to all the property of a decedent domiciliary except real property located outside 
of their respective countries. Each subjects property of residents situated within their re- 
spective borders to the estate tax. None applies the tax on the basis of citizenship as does 
the United States. Both the United Kingdom and Ireland impose estate taxes on prop- 
erty passing under a disposition governed by the British and Irish law, respectively, even 
though the decedent was not a domiciliary and the property is not located within the coun- 
try. The Union of South Africa imposes the estate duty on all property situated within the 
Union and, to a limited extent, on personal property situated outside the Union, if the de- 
cedent was ordinarily resident in South Africa. The estate tax is also imposed on prop- 
erty located in the Union if the decedent was ordinarily resident outside of the Union. 
Like the United States, Norway imposes an inheritance tax on the entire estate on the 
basis of both domicile and nationality. However, in contrast to the United States, this 
tax is applicable to real property situated outside of Norway unless taxed by the country 
where the real property is located. In the case of a non-resident who is not a Norwegian 
national, the tax on inheritances is applicable only to real property and interests in real 
property situated in Norway. The bases of tax jurisdiction for Greece are essentially the 
same as those employed by the United States. 

49 .R.C. §§802 and 810. 

50 [bid. 

51T.R.C. §811. 

52 T.R.C. §§860 and 861. 

53 Norway and Greece also impose death tax on the basis of nationality. 

54 See notes 51 and 52 supra. 
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The situs principle constitutes a method of lightening international dou- 
ble taxation, which is different from that employed by the United States in 
the income tax treaties. The basic jurisdictional conflict in the mitigation 
of international double taxation of income has been the allocation of tax 
sources either to the country from which the income is derived or to the 
country to which the income flows, i.e., the residence of the income recipient. 
Generally, the income tax treaties have adopted the principle of residence 
taxation.*” A corresponding resolution would have been accomplished in 
the estate tax treaties had the principle of domicile rather than situs been 
adopted.*® 


A. THE Crepit MECHANISM 


Elimination of international double taxation of decedent’s estates by cred- 
iting the tax paid to the country of situs against the tax due the country of 
domicile after each country has imposed its tax on the basis of both domi- 
cile and situs *’ necessarily involves a complex computation. The credit is 
particularly complicated because of the varying exemptions and rates of 
tax,°* and the necessity of limiting and qualifying the amount of the credit 
to be allowed. Generally the credit is limited to that portion of the tax im- 
posed by the country of domicile that is equal to the proportion the value of 
property situated in the country of situs and subjected to the death taxes of 
both countries bears to the total value of the decedent’s estate (not includ- 
ing real property). The credit is limited to the contracting party’s death 
duties attributable to property situated or located there. Moreover, it is 
limited to the amount of the tax imposed by the country of domicile at- 
tributable to the property situated in the other contracting nation. 

The federal estate tax subject to the credit is computed by first deducting 
the credit allowed for state inheritance and similar taxes °° and without de- 
ducting the allowance for the foreign death taxes. The foreign death duties 
are subordinated to the state inheritance tax credit though they are ac- 
corded priority over the credit for federal gift tax.°° For the purpose of 


55 Kanter, supra note 9. 

56 Coordinated treatment was attempted in the model bilateral treaties drafted by the 
League of Nations. London and Mexico Model Tax Convention, supra note 6, at 34. 

57 The United States, Norway, Switzerland, and Greece impose their taxes also on the 
basis of citizenship or nationality. 

58 Not only do the rates of tax and allowable exemptions vary among countries, but the 
rates of tax and exemptions of one country may vary and be dependent upon the relation- 
ship of the beneficiary to the decedent. 

59 See I.R.C. §813(b). This credit is not allowed against the additional estate tax. I.R.C. 
§$936(a). See note 45 supra. 

60 See I.R.C. §§813(a) and 936(b) with respect to the gift tax credit. 
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computing the credit, the value of real property, property previously taxed, 
property specifically bequeathed or transferred for public, charitable, edu- 
cational, or religious use is excluded. In other words, certain property ex- 
empt or deductible from the net estate subject to federal estate tax is not 
taken account of in computing the treaty credit.” 

The credit cannot exceed the portion of the tax imposed by the crediting 
country attributable to the property situated in the other country or the 
amount of tax imposed on the same property by the other country, which- 
ever is lower. Therefore, in the case of property subjected to tax in the 
country of situs but not subjected to tax in the country of domicile, no 
credit will be allowed for the tax imposed by the country of situs. Thus the 
credit allowable is limited to cases where double taxation would otherwise 
result. 

The convention with the United Kingdom introduced another credit rule 
aimed at avoiding double taxation in the instances of “double domicile.” 
In those cases in which both countries claim the decedent as a domiciliary 
and each imposes a tax on the entire estate, each country is to allow, in ad- 
dition to the credit allowed under the first rule, a credit with respect to 
property situated (a) in both countries or (b) outside of both countries. 
The total credit allowed by both countries is the amount of the lesser of the 
two taxes attributable to property under (a) and (b). The credit is divided 
between the two countries pro rata. The credit to be allowed by each coun- 
try is an amount which bears the same proportion to the <mount of such 
lesser tax as the amount of tax attributable to the property in question in 
the two countries, respectively, bears to the total of both taxes.* 

For example, suppose a decedent domiciled in both the United States and 
the United Kingdom also owned certain property situated in France. Both 
countries impose tax on the entire estate, including the property in France. 
Further, suppose the United States tax attributable to the property situated 
in France is $5,000, and the British tax attributable to the same property is 


61 See ILR.C, §812(c) and (d). 

62 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kinocpom, Art. V, U.S. 
Treaty Ser. No. 1547 (1946). The rule of the treaty with the United Kingdom is also 
followed in the treaties with Norway (CoNVENTION BETWEEN THE UNITED STATES AND 
Norway, Art. V, U.S. Treaty Ser. No. 2358 (1951)), France (CoNVENTION BETWEEN 
THE Unitrep STATES AND France, Art. V, U.S. Treaty Ser. No. 1982 (1949)), Union 
of South Africa (CoNVENTION BETWEEN THE UNITED STATES AND THE UNION oF SOUTH 
Arrica, Art. V, U.S. Treaty Ser. No. 2509 (1952)), Ireland (CoNVENTION BETWEEN 
THE UNITED STATES AND IRELAND, Art. V, U.S. Treaty Ser. No. 2355 (1951)), and 
GREECE (CONVENTION BETWEEN THE UNITED STATES AND GREECE, Art. V, S. Exec. K, 81st 
Cong., 2d Sess. (1951) ). 
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$6,000. The total credit is the amount of the lesser tax of $5,000, which is 
divided between the two countries pro rata, as follows: 
(1) Credit against United States tax— 


$5,000 (United States tax) 
$11,000 (total ) 
(2) Credit against United Kingdom tax— 


$6,000 (United Kingdom tax) 5 
: ,000 (1 t Is $2,727.27. 
$11,000 (total) x $ (lesser tax) equals $. 
Similar credits would be allowable in a case where the property in question, 
instead of being situated in France, had a situs in both countries.” 
This “double domicile” rule as it appeared in the convention with the 
United Kingdom was applicable only to the case where both countries im- | 





X $5,000 (lesser tax) equals $2,272.73 ; | 





posed their tax on the basis of domicile.** Thus, in the case of one country’s 
imposing its tax on the basis of domicile and the other on the basis of citi- 
zenship or nationality, the rule would not be applicable and no reli f would 
be afforded from the double tax. This difficulty has been resolved in the 
most recent treaties by specifically extending the application of the rule to 
the case of double taxation arising because one nation imposes a tax onthe | 
basis of domicile while the other subjects the entire estate to tax on the | 
basis of citizenship or nationality.® 
In order to effectuate the credit arrangement, it has been necessary to de- | | 
termine in the treaties the rate of tax to be applied by each of the taxing | 
countries. The conventions have limited the rate of tax in the case of a_ | | 
non-domiciliary to that rate applicable in taking account only of the prop- | 
erty situated in the taxing country. Property located outside of the taxing | | 
country is not to be taken into account in order to impose a higher tax | 
bracket rate. This restriction is determinative of the appropriate rate of tax 1 
only in the case of a tax imposed on the basis of situs and not in the case of 
a tax imposed on the basis of citizenship or domicile. 
The adoption of the rule in the treaty with Canada ® conforms to the 


63 This example was first used in SEN. Rep. No. 7, 79th Cong., Ist Sess. (1944). See 
also Rado, Estate Tax Convention between Great Britain and the United States, 2 Tax 
L. Rev. 479 (1947). 

64 Rado, supra note 63, at 487. 

65 CONVENTION BETWEEN THE UNITED STATES AND CANADA, Art. V, US. Treaty Ser. 

No. 2348 (1951) ; ConvVENTION BETWEEN THE UNITED STATES AND Norway, Art. V(2), 
U.S. Treaty Ser. No. 2358 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND FIN- 
LAND, Art. V(3), U.S. Treaty Ser. No. 2595 (1952). 

66 CONVENTION BETWEEN THE UNITED STATES AND Canapa, Art. V, U.S. Treaty Ser. 
No. 989 (1945). The general rule is followed in the treaties with Norway (CoNvENTION 
BETWEEN THE UNITED STATES AND Norway, Art. IV(d), U.S. Treaty Ser. No. 2358 
(1951) ) and the Union of South Africa (CoNVENTION BETWEEN THE UNITED STATES AND 
THE Union or SoutH Arrica, Art. IV(2), U.S. Treaty Ser. No. 2509 (1952) ). 


nr 
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traditional practice of the United States but is not consonant with that for- 
merly followed by Canada.” The treaties with the United Kingdom “ and 
with Ireland © incorporate an exception to the rule with respect to a tax 
imposed on property passing under a disposition governed by the law of 
Great Britain and Ireland. Such property may be included in computing 
the estate duty even though it is not situated in Great Britain or Ireland. 
There is no provision in the treaty with Switzerland for determining the 
applicable rate of tax. Since Switzerland and the United States both assert 
their taxing power on the basis of domicile, situs, and citizenship, the only 
circumstances under which the problem would occur would be in the case 
of an individual, who was not a citizen of either of the two countries, own- 
ing property in one of the two countries while domiciled in the other of the 
two countries. It would appear that in this case the problem would not in 
fact arise, since both countries seem to follow the practice of computing 
the applicable tax rate only on the basis of the property situated within the 
country in the case of situs taxation. The treaty with Finland adopts the 
general rule making additional provision for the beneficiary of a deceased’s 
estate." 

The difficult problem of prorating the varying exemptions allowed by 
the different contracting nations has also been resolved in the treaties. The 
Internal Revenue Code permits only a nominal exemption of $2,000 in the 
case of a non-resident decedent.** However, the convention between the 
United States and Canada adopted a proportionate exemption in the case 
of a non-resident decedent.” This practice accorded with that formerly fol- 
lowed by Canada. Under the convention, all decedents receive the benefit 
of a specific exemption of not less than the $2,000 provided by the Code. 
With respect to the basic estate tax, the proportion of the $100,000 exemp- 
tion provided for United States domiciliaries and citizens ** which the value 


67 Wasserman and Tucker, The United States Tax Treaty Program, 2 Nat. Tax J. 33, 
42 (1949). 

68 CONVENTION BETWEEN THE UNITED STATES AND THE UniTep Kinopom, Art. IV, U.S. 
Treaty Ser. No. 1547 (1946). 

69 CONVENTION BETWEEN THE UNITED STATES AND IRELAND, Art. IV(2)(b), U.S. 
Treaty Ser. No. 2355 (1951). 

70 CONVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. IV(2)(b), U.S. 
Treaty Ser. No. 2595 (1952). 

T1T.R.C. §861(a) (4). 

72 CONVENTION BETWEEN THE UNITED STATES AND Canapa, Art. V, U.S. Treaty SEr. 
No. 989 (1945). The same rule has been adopted in the treaties with Norway, Finland, 
and Switzerland (CoNVENTION BETWEEN THE UNITED STATES AND Norway, Art. IV, U.S. 
Treaty SER. No. 2358 (1951) ; CONVENTION BETWEEN THE UNITED STATES AND FINLAND, 
Art. IV(2) (a), U.S. Treaty Ser. No. 2595 (1952) ; ConvENTION BETWEEN THE UNITED 
STATES AND SWITZERLAND, Art. III, U.S. Treaty Ser. No, 2533 (1952) ). 

18 See I.R.C. §812(a). 
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of the property situated in the United States bears to the value of the entire 
gross estate, wherever situated, or the $2,000 provided for in the Code, 
whichever is greater, constitutes the specific exemption. With respect to 
the additional estate tax, the same proportional share of the Code’s specific 
exemption of $60,000 for domiciliaries or citizens ** or the $2,000 provided 
in the case of non-resident decedents, whichever is greater, is to constitute 
the specific exemption. Unlike the treaty with Canada,” the convention 
with Great Britain makes no provision for prorating exemptions. This is 
probably due to the great differences between the exemptions allowed by 
the United States and Great Britain.’® In this case deductions to be allowed 
are those permitted by the laws of the respective countries.” 


B. Sirus RULEs 


It is manifest that if relief from international double taxation of dece- 
dents’ estates is to be accomplished by a tax credit based on situs, it is neces- 
sary to define specifically the rule of situs for various kinds of property. 
Moreover, when jurisdiction to tax is based primarily on situs, detailed 
rules of situs must be established to delineate clearly the property to be in- 
cluded in the tax base. However, it was not until the conclusion of the es- 
tate tax convention with the United Kingdom that the treaties began to in- 
clude uniform rules of situs.** The following constitute the usual rules of 
situs.” 


74 See I.R.C. §935(a). 

75 The Norwegian, Finnish, and Swiss treaty provisions are the same as in the case of 
Canada (CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. IV, U.S. TREATY 
Ser. No. 2358 (1951) ; CoNvENTION BETWEEN THE UNITED STATES AND FINLAND, Art. 
IV(1) (a) and (2)(a), U.S. Treaty Ser. No. 2595 (1952) ; ConvENTION BETWEEN THE 
Unitep STATES AND SWITZERLAND, Art. III, U.S. Treaty Ser. No. 2533 (1952) ). 

76 Rado, supra note 63. 

77 The problem is treated in the same manner in the case of Ireland and the Union of 
South Africa. 

78 The first estate tax convention with Canada provided generally that the situs of prop- 
erty was to be determined in accordance with the laws of each of the contracting parties 
(CONVENTION BETWEEN THE UNITED STATES AND Canapa, Art. IV, U.S. Treaty Ser. No. 
989 (1945) ). Only two exceptions were made. Real property was deemed to have a situs 
in the country of location. What kinds of interest in the property constituted “real prop- 
erty,” however, was left unanswered. Shares of stock in a corporation organized in the 
United States were deemed to be property situated in the United States, while shares of 
stock in a corporation organized in Canada were deemed to be property situated in Canada 
(CONVENTION BETWEEN THE UNITED STATES AND Canapa, Art. III, U.S. Treaty Ser. 
No. 989 (1945) ). This lack of situs rules has been eliminated by a supplementary conven- 
tion following in general the rules outlined under the treaties with the United Kingdom and 
France. See SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CANADA, 
Art. II, U.S. Treaty Ser. No. 2348 (1951). 

79 In the case of the convention with the United Kingdom, the rules of situs are not ap- 
plicable to the estate of a domiciliary of a country not a party to the convention unless the 
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Real property. Immovable tangible property and the rights and interests 
therein other than security interests are deemed to be situated where the 
real property is located.*° 

Tangible movable property. Rights and interests in tangible movable 
property other than security interests are located at the place the property 
is situated at the time of death. If the property is in transit, however, the 
situs is the place of destination. This rule is applicable to currency, negoti- 
able bills of exchange, and promissory notes.** 


decedent was a citizen of the United States. The situs rules are expressly limited to estates 
of the contracting countries’ domiciliaries (CONVENTION BETWEEN THE UNITED STATES 
AND THE UNITED Kincpom, Art. III(2), U.S. Treaty Ser. No. 1547 (1946)). In this 
respect the scope of the rules is somewhat narrower than the scope of the situs rules pre- 
scribed in the treaty with Canada. See CoNVENTION BETWEEN THE UNITED STATES AND 
Canapa, Art. III, U.S. Treaty Ser. No. 989 (1945); TecHnicaL MEeMorANDUM OF 
TREASURY DEPARTMENT, Exec. Rep. No. 7, 79th Cong., Ist Sess. (1945). See also, Rado, 
supra note 63, at 482. 

80 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kincpom, Art. III(2) 
(a), U.S. Treaty Ser. No. 1547 (1946) ; ConvENTION BETWEEN THE UNITED STATES AND 
THE UNIon oF SoutH Arnrica, Art. III(2)(a), U.S. Treaty Ser. No. 2509 (1952) ; Con- 
VENTION BETWEEN THE UNITED STATES AND IRELAND, Art. III(2) (a), U.S. Treaty Ser. 
No. 2355 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. III (2) 
(a), U.S. Treaty Ser. No. 2595 (1952) ; CoNVENTION BETWEEN THE UNITED STATES AND 
CoMMONWEALTH oF AustTRALIA, Art. III(1) (a), S. Exec. J, 83d Cong., 1st Sess. (1953) ; 
CONVENTION BETWEEN THE UNITED STATES AND France, Art. III(2) (a), U.S. Treaty 
Ser. No. 1982 (1949). The treaty with France includes leases of more than 18 years’ dura- 
tion in the concept of real property (ibid.). Security interests are not expressly excluded 
from the rule of situs for real property in the case of Norway (CONVENTION BETWEEN 
THE UNITED STATES AND Norway, Art. III(2) (a), U.S. Treaty Ser. No. 2358 (1951) ). 

In the treaty with Norway and France the question whether rights and interests in land 
constitute real property is resolved in accordance with the law of the country in which the 
land is located (CONVENTION BETWEEN THE UNITED StTaTES AND Norway, Art. III(2) 
(a), U.S. Treaty Ser. No. 2358 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND 
France, Art. III(2) (a), U.S. Treaty Ser. No. 1982 (1949) ). Generally the question is 
determined in accordance with the treaty rule for finding the location of specific property 
not provided for in the situs rules. See notes 98 and 99 infra. 

No explicit provision is made for the situs of immovable property in the treaty with 
Greece. But both countries reciprocally exempt from the imposition of their respective 
death taxes real property located in the other country. (CoNVENTION BETWEEN THE UNITED 
STATES AND GREECE, Art. III, S. Exec. K, 81st Cong., 2d Sess. (1950) ). In contrast to the 
treaties with Norway and France, under the convention with Greece the question of deter- 
mining the location of rights and interests in land not specifically provided for is resolved 
in accordance with the law of the country imposing the tax (Jd. Art. III(3)). See also 
id. Art. IV(2) (h). This rule is the same as that which was originally a part of the treaty 
with Canada (CoNVENTION BETWEEN THE UNITED STATES AND Canapa, Art. II(2), U.S. 
Treaty Ser. No. 989 (1945) ). The rule has been changed, however, in a supplementary 
convention (SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CaNnapA, Art. 
II, U.S. Treaty Ser. No. 2348 (1951) ). 

81 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Krincpom, Art. III(2) 
(b), U.S. Treaty Ser. No. 1547 (1946) ; CoNvVENTION BETWEEN THE UNITED STATES AND 
THE UNIon or Soutu Arrica, Art. III(2) (b), U.S. Treaty Ser. No. 2509 (1952) ; Con- 
VENTION BETWEEN THE UNITED STATES AND IRELAND, Art. III(2) (b), U.S. Treaty Ser. 
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Debts. In several treaties secured and unsecured debts *? are deemed situ- 
ate at the decedent’s domicile.** If both countries claim domicile, the debts 
will be taxed as having a situs in both countries. Correction will be made 
through the special credit provision regarding “double domicile.” 

Other treaties have followed the rule that debts are situated at the debt- 
or’s residence (not domicile) at the time of death.** With respect to bonds, 


No. 2355 (1951) ; ConvENTION BETWEEN THE UNITED STATES AND FINLAND, Art. III(2) 
(b), U.S. Treaty Ser. No. 2595 (1952). ; 

Special provision has been made with respect to bills of exchange, promissory notes, and 
checks in the treaties with France, Norway, and Greece. Under the French treaty bills of 
exchange and checks are located at the place of the drawee’s residence, while promissory 
notes are situated at the residence of the maker (CONVENTION BETWEEN THE UNITED 
STATEs AND France, Art. III(2)(h), U.S. Treaty Ser. No. 1982 (1949)). Similarly, 
the Greek treaty locates bills of exchange at the drawee’s residence and negotiable promis- 
sory notes at the maker’s residence (CONVENTION BETWEEN THE UNITED STATES AND 
Greece, Art. IV(2)(g), S. Exec. K, 81st Cong., 2d Sess. (1950) ). It is also provided 
that checks payable to a designated payee have their situs at the payee’s residence (ibid.). 
Under the Norwegian treaty, promissory notes and bills of exchange are located in ac- 
cordance with the laws of the contracting state imposing the tax on the basis of situs. If 
neither contracting state so imposes the tax, the instruments are situated at the decedent’s 
domicile (CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. III (2) (d), U.S. 
TrEATY Ser. No. 2358 (1951) ). The treaty with Canada and the convention with Aus- 
tralia subject bills of exchange and promissory notes to the rule of situs for debts (Sup- 
PLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CANADA, Art. II(2)(c), U.S. 
TREATY Ser. No. 2348 (1951) ; ConVENTION BETWEEN THE UNITED STATES AND COMMON- 
WEALTH OF AusTRALIA, Art. III(c), S. Exec. J, 83d Cong., Ist Sess. (1953) ). 

82 Those for which special provision is made are not included. 

83 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kincpom, Art. III(2) 
(c), U.S. Treaty Ser. No. 1547 (1946) ; ConvENTION BETWEEN THE UNITED STATES AND 
THE Union oF SoutH Arnrica, Art. III(2)(c), U.S. Treaty Ser. No. 2509 (1952) (ap- 
plicable if ordinarily resident) ; CoNVENTION BETWEEN THE UNITED STATES AND IRELAND, 
Art. III(2)(c), U.S. Treaty Ser. No. 2355 (1951) ; ConvENTION BETWEEN THE UNITED 
States AND Greece, Art. IV(2) (i), S. Exec. K, 81st Cong., 2d Sess. (1950) (includes 
bonds, bank deposits, and insurance proceeds). 

84 SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CanapA, Art. II(c), 
U.S. Treaty Ser. No. 2348 (1951). Special provision is made if the debtor is a company, 
in which event the property is considered to be located at the place of incorporation. Bills 
of exchange and promissory notes are treated as debts (ibid.). Bank deposits are ex- 
pressly provided for in a separate section and are deemed to be situated at the place the 
bank where the account was kept is located (SUPPLEMENTAL CONVENTION BETWEEN THE 
Unirtep States anp CanapA, Art. II(2)(d), U.S. Treaty Ser. No. 2348 (1951)). Se- 
curities issued by any government or public authority in bearer form are also treated sepa- 
rately and are deemed to be situated at the place of location at the time of death (SuPPLE- 
MENTAL CONVENTION BETWEEN THE UNITED STATES AND Canapa, Art. II (a), U.S. Treaty 
Ser. No. 2348 (1951)). If, however, the securities are inscribed or registered, the place 
of location is the place of inscription or registration (CONVENTION BETWEEN THE UNITED 
STATES AND Norway, Art. III(2)(c), U.S. Treaty Ser. No. 2358 (1951)). Insurance 
proceeds are treated as a debt and located at the residence of the debtor or, in the case of 
a corporate debtor, at the place of incorporation. Bonds are treated separately and in the 
same manner as promissory notes and bills of exchange (CONVENTION BETWEEN THE 
Unitep States AND Norway, Art. III(2) (d), U.S. Treaty Ser. No. 2358 (1951)). See 
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these provisions effect a change in the United States rule that bonds are 
deemed to be situated only where the bond certificates are located.*° And 
with respect to bank deposits, the rule favoring the decedent’s domicile cor- 
responds to the exemption provided in the Code that bank deposits of non- 
resident aliens who are not American citizens and who are not engaged in 
business in the United States are not deemed to be property within the 
United States.*® 

Stocks. Shares of stock in private corporations are deemed to have as 
their place of situs the place of incorporation.®’ This rule is contrary to the 


also note 81 supra. CONVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. III (2) 
(c), U.S. Treaty Ser. No. 2595 (1952), includes bonds, promissory notes, bills of ex- 
change, and insurance. If the debtor is a corporation, the situs of the obligation is the 
place of incorporation (ibid.). CONVENTION BETWEEN THE UNITED STATES AND COMMON- 
WEALTH OF AustTRALIA, Art. III(1)(c), S. Exec. J, 83d Cong., Ist Sess. (1953), includes 
private corporate bonds, bills of exchange and promissory notes, negotiable and non-negoti- 
able. If, however, the debtor, at the time of the decedent’s death, has an established place 
of business in the country in which the decedent was domiciled and the debts were incurred 
in carrying on that business, such debts will be deemed to be situated in that country 
(ibid.). 

85 Reg. 105, Sec. 81.50. See Burnet v. Brooks, 288 U.S. 378 (1933). It is important to 
note in the present connection the effect of the Canadian treaty provision prescribing that 
the liability of the estate of any person for federal estate tax shall not be increased under 
the convention (SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CANADA, 
Art. II, U.S. Treaty Ser. No. 2348 (1951)). The Internal Revenue Service has ruled 
that bonds of a domestic corporation composing part of the assets of an estate of a decedent 
who was a citizen and resident of Canada are not included in the net estate for federal 
estate tax purposes unless physically situated in the United States at the time of death, 
despite a treaty provision deeming bonds of a company to be situated at the place where the 
company is incorporated (Rev. Rul. 54-21, 1954 Int. Rev. Buxy. No. 2 at 25 (1954)). 
The situs rules of the convention do not subject any property to the estate tax that would 
not otherwise have been so subjected. See also CONVENTION BETWEEN THE UNITED STATES 
AND COMMONWEALTH oF AustRALIA, Art. VIII(2), S. Exec. J. 83d Cong., Ist Sess. 
(1953). 

86 T.R.C. §863(b). 

87 This rule is also applicable to shares of stock held by a nominee where the beneficial 
ownership is evidenced by a script certificate (CONVENTION BETWEEN THE UNITED STATES 
AND THE UnItTep KrnopoM, Art. III (2) (d), U.S. Treaty Ser. No. 1547 (1946) ; Conven- 
TION BETWEEN THE UNITED STATES AND FRANCE, Art. III(2)(g), U.S. Treaty Ser. No. 
1982 (1949) ; CoNVENTION BETWEEN THE UNITED STATES AND Norway, Art. III(2) (e), 
U.S. Treaty Ser. No. 2358 (1951) ; CoNvVENTION BETWEEN THE UNITED STATES AND THE 
Union or SoutH Arrica, Art. III(2) (d), U.S. Treaty Ser. No. 2509 (1952) ; Conven- 
TION BETWEEN THE UNITED STATES AND GREECE, Art. IV(2) (f), S. Exec. K, 81st Cong., 
2d Sess. (1950) ; CoNVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. III(2) 
(d), U.S. Treaty Ser. No. 2595 (1952); SupPpLEMENTAL CONVENTION BETWEEN THE 
Unirep States AND Canapa, Art. II(2) (f), U.S. Treaty Ser. No. 2348 (1951) (bonds, 
debentures, and debenture stock are included) ; CoNVENTION BETWEEN THE UNITED STATES 
AND IRELAND, Art. III(2)(d), U.S. Treaty Ser. No. 2355 (1951)). Shares of stock in 
a corporation organized under the laws of Great Britain or the laws of Northern Ireland 
and registered in a branch register of the issuing corporation kept in Ireland are deemed 
under the laws of the United Kingdom and Ireland to be assets located in Ireland (ibid.). 
The situs of stock in private corporations is not specifically defined in the Australian 
treaty. Australia would not abandon its rule for determining the situ’ of corporate stock. 
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general trend? in American domestic law which merges the rights in the 
stock certificate and places the situs of the stock at the place the paper is lo- 
cated. The convention rule accords with the federal estate tax law whereby 
the tax is asserted on all stock of American corporations regardless of the 
location of the certificate.** But it is contrary to United States taxation of 
stock of a foreign corporation if the certificate is physically present within 
the United States.*° 

Insurance. The treatment of life insurance proceeds accords in each 
treaty with the rule applicable to debts. In the case where proceeds of life 
insurance are deemed to be located at the decedent’s domicile, the rule is 
consonant with the Code provision that life insurance proceeds of non-resi- 
dent aliens are not deemed to be property within the United States.” The 
rule constitutes an exemption from tax imposed on the basis of the situs of 


property. 
Ships and aircraft. Ships and aircraft have their situs at the place of 


Under the Commonwealth Estate Duty Act, shares of corporate stock are regarded as lo- 
cated in Australia if transfer of title may be accomplished on a stock transfer register lo- 
cated in Australia. See Sen. Exec. Rep. No. 2, 83d Cong., Ist Sess. 6 (1953). Thus, each 
country applies its own situs rule for corporate stock. 

88 T.R.C. §862(a). 

89 Since the situs rules of the treaty with the United Kingdom are applicable only to 
estates of domiciliaries of the two contracting countries, the estate of a decedent who was 
not domiciled in either the United States or the United Kingdom remains subject to the 
rule of Burnet v. Brooks, 288 U.S. 378 (1933), that stocks and bonds of a foreign cor- 
poration are subject to the federal estate tax if the certificates are physically present in 
the United States. See note 85 supra. 

90 See generally text at p. 420 and consult notes 83 and 84 supra. The treaties with the 
United Kingdom, Ireland, the Union of South Africa, and the convention with Greece 
locate insurance proceeds at the domicile of the decendent (CONVENTION BETWEEN THE 
Unitep STATES AND THE Unitep Krnopom, Art. III(2)(e), U.S. Treaty Ser. No. 1547 
(1946) ; CoNVENTION BETWEEN THE UNITED STATES AND IRELAND, Art. III(2) (e), U.S. 
Treaty Ser. No. 2355 (1951); CoNvENTION BETWEEN THE UNITED STATES AND THE 
Union or Sout Arrica, Art. III(2) (e), U.S. Treaty Ser. No. 2509 (1952) (where de- 
cedent was ordinarily resident) ; CONVENTION BETWEEN THE UNITED STATES AND GREECE, 
Art. IV (2) (1), S. Exec. K, 81st Cong., 2d Sess. (1950) (lumped with other claims other- 
wise unprovided for) ). See note 99 infra. The treaties with Finland and Norway include 
insurance proceeds in the debt provision, defining situs to be the residence of the debtor 
(insurer) or, if the debtor is a corporation, at the place of incorporation. See note 84 
supra. This rule accords with the provision of the Canadian treaty and the Australian 
treaty, except that both conventions include within the scope of the rule annunity contracts 
and provide an option that the property may be deemed situated where the contract specifies 
the money is payable (SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND 
Canapa, Art. II(2)(g), U.S. Treaty Ser. No. 2348 (1951) ; CoNVENTION BETWEEN THE 
Unitep STATES AND COMMONWEALTH oF AusTRALIA, Art. III(1)(f), S. Exec. J, 82d 
Cong., 1st Sess. (1953)). 

91T.R.C. §863(a). 
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registration or documentation.” This accords with the present United 
States treatment of ships and aircraft.” 

Good will. Good will as a business, trade, or professional asset is lo- 
cated where the business, trade or profession is carried on.** 

Patents, trade marks, designs. Patents, trade marks, and designs are lo- 
cated at the place of their registration. Copyrights, franchises, and rights 
or licenses to use any copyrighted material, patent, trade mark, or design 
are deemed to be situated at the place where such rights are exercisable.* 

Cause of action. A cause of action ex delicto surviving to the decedent’s 
estate is deemed to be located at the place where the cause of action arose.*° 

Judgment debts. The situs of judgment debts is the place where the 
judgment is recorded.” 


92 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kincpom, Art. III(2) 
(f), U.S. Treaty Ser. No. 1547 (1946) ; ConvENTION BETWEEN THE UNITED STATES AND 
France, Art. III(2)(c), U.S. Treaty Ser. No. 1982 (1949) ; ConvENTION BETWEEN THE 
Unirep STATES AND IRELAND, Art. III (2) (f£), U.S. Treaty Ser. No. 2355 (1951) ; Con- 
VENTION BETWEEN THE UNITED STATES AND Norway, Art. III(2)(f), U.S. Treaty Ser. 
No. 2358 (1951) ; SupPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CAN- 
apa, Art. II(2) (i), U.S. Treaty Ser. No. 2348 (1951) (situs at the place of documenta- 
tion is not provided for) ; CONVENTION BETWEEN THE UNITED STATES AND THE UNION OF 
Soutu Arrica, Art. IiT(2) (f), U.S. Treaty Ser. No. 2509 (1952) ; ConvENTION BETWEEN 
THE UNITED STATES AND FINLAND, Art. III(2)(e), U.S. Treaty Ser. No, 2595 (1952) ; 
CONVENTION BETWEEN THE UNITED STATES AND GREECE, Art. IV (2) (b), S. Exec. K, 81st 
Cong., 2d Sess. (1950) ; CoNVENTION BETWEEN THE UNITED STATES AND COMMONWEALTH 
or AustratiA, Art. III(1) (h), S. Exec. J, 83d Cong., Ist Sess. (1953) (situs at the place 
of documentation is not provided for). 

93 T.R.C. §§212(b) and 231(d). 

94 All of the treaties in effect (except that with Switzerland, which has no situs rules) 
and the proposed treaties with Greece and Australia express the same rule of situs for good 
will. 

95 All of the treaties in effect (except that with Switzerland, which has no situs rules) 
are in accord. 

96 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kinocpom, Art. III (2) 
(j), U.S. Treaty Ser. No. 1547 (1946) ; CoNvENTION BETWEEN THE UNITED STATES AND 
IRELAND, Art. III(2)(j), U.S. Treaty Ser. No. 2355 (1951) ; SupPLEMENTAL CONVEN- 
TION BETWEEN THE UNITED STATES AND CANADA, Art. II(2)(m), U.S. Treaty Ser. No. 
2348 (1951); CoNVENTION BETWEEN THE UNITED STATES AND THE UNION oF SoUTH 
Arrica, Art. III (2) (j), U.S. Treaty Ser. No. 2509 (1952) ; ConvVENTION BETWEEN THE 
Unirep States AND AustrALIA, Art. III(1) (1), S. Exec. J, 83d Cong., Ist Sess. (1953). 
The treaties with France, Norway, Finland, and Greece make no specific provision for the 
situs of causes of action. 

97 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kincpom, Art. III (2) 
(k), U.S. Treaty Ser. No. 1547 (1946); CoNvENTION BETWEEN THE UNITED STATES 
AND IRELAND, Art. III(2) (k), U.S. Treaty Ser. No. 2355 (1951) ; SupPLEMENTAL CoNn- 
VENTION BETWEEN THE UNITED STATES AND Canapa, Art. II(2)(n), U.S. Treaty Ser. 
No. 2348 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND THE UNION OF SOUTH 
Arrica, Art. III(2) (k), U.S. Treaty Ser. No. 2509 (1952). The treaties with France, 
Norway, Finland, and Greece make no specific provision for the situs of judgemnt debts. 
The convention with Australia employs the phrase “originally obtained” rather than “re- 
corded.” However, it is probable that no substantial change was intended. See ConveN- 
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Because it is impossible for the list of property and property rights to be 
exhaustive, the treaties require each country to determine the situs of all 
property and rights and interests in property not specifically provided for, 
under either its own law * or the law of the other contracting party.®° 


EVALUATION OF SITUS PRINCIPLE 


The adoption of the situs principle over the principle of domicile has en- 
gendered severe criticism.*”° It has been strongly asserted that since the 
situs concept is contrary to the domicile rule adopted by many of the states 
of the United States, it is adverse to the progress made by the states in 
avoiding double taxation of estates within the United States.*** However, 


TION BETWEEN THE UNITED STATES AND COMMONWEALTH OF AustrRatiA, Art. III(m), 
S. Exec. J, 83d Cong., Ist Sess. (1953). The treaty with Switzerland (CoNVENTION BE- 
TWEEN THE UNITED STATES AND SWITZERLAND, U.S. Treaty Ser. No. 2533 (1952)) de- 
parts substantially from the other United States estate tax treaties which provide compre- 
hensive rules of situs for various kinds of property. The Swiss treaty does not specifically 
define the situs of any property. Therefore, United States law remains unchanged with 
respect to the situs of property in the application of the federal estate tax to estates of non- 
resident aliens who were Swiss citizens or domiciliaries. Switzerland does not impose 
death duties on movable or personal property on the basis of situs. Thus, Swiss tax ad- 
ministration is unconcerned about the situs of personal property. It was the desire of the 
Swiss negotiators that the situs rules be omitted from the convention. 

®8 This would probably be the case under the convention with the Union of South Africa, 
since no provision is made for determining the situs of property not specifically provided 
for (CONVENTION BETWEEN THE UNITED STATES AND COMMONWEALTH OF AUSTRALIA, 
Art. III(2), S. Exec. J, 83d Cong., Ist Sess. (1953) ). The treaty with Finland provides 
that all property not otherwise provided for is to be treated in accordance with the laws 
of the contracting state imposing the tax on-the basis of situs of property within such state. 
If neither of the contracting states imposes the tax on the basis of situs of property therein, 
the property is deemed to be situated at the decedent’s domicile (CoNVENTION BETWEEN 
THE UNITED STATES AND FINLAND, Art. III(2) (i), U.S. Treaty Ser. No. 2595 (1952)). 

99 CONVENTION BETWEEN THE UNITED STATES AND THE UNITED Kinopom, Art. III(2), 
U.S. Treaty Ser. No. 1547 (1946) ; ConvENTION BETWEEN THE UNITED STATES AND IRE- 
LAND, Art. III(2), U.S. Treaty Ser. No. 2355 (1951) ; SupPLEMENTAL CONVENTION BE- 
TWEEN THE UNITED STATES AND CanapaA, Art. II(2), U.S. Treaty Ser. No. 2348 (1951) 
(this effects a change in the rule under the original convention). Some treaties definitely 
allocate all property not specifically provided for to the country of domicile (CoNvENTION 
BETWEEN THE UNITED STATES AND FRANCE, Art. III(2) (i), U.S. Treaty Ser. No. 1982 
(1949) ; CoNVENTION BETWEEN THE UNITED STATES AND Norway, Art. III(2) (j), U.S. 
Treaty Ser. No. 2358 (1951) ; CoNVENTION BETWEEN THE UNITED STATES AND GREECE, 
Art. IV(2) (i), S. Exec. K, 81st Cong., 2d Sess. (1950); CoNvENTION BETWEEN THE 
Unitep States AND FINLAND, Art. III(2) (i), U.S. Treaty Ser. No. 2595 (1952) (if 
neither contracting party imposes its tax on the basis of situs of property therein) ). 

100 See Griswold, supra note 43; Kassell, Appraisal of Canada—U.S. Tax Treaty, 80 
Trusts & Estates 105 (1945) ; Gornick, supra note 40. Contra: Carroll, Foreign Trade 
Advantage in the Canadian-American Convention, 23 Taxes 148 (1945); Richardson, 
Estate Planning by Citizens of the United States of Canadian Investments under the 
Canada-United States Succession Duty Convention and the Laws of the Several Provinces 
in ProceepIncs oF New York UNIversiry Fourth ANNUAL INSTITUTE ON FEDERAL 
TAxaTION 166 (1946) ; Rado, supra note 63. 
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there is no evidence to demonstrate that such has actually been the case. 
The more significant objections to the situs principle are the complexity of 
operating the credit mechanism, the burdensome expense of tax proceed- 
ings in both countries,*” the increase in taxes payable by some estates,*” 
and the possible revenue loss to the United States. On the other hand, a 
plurality of foreign nations favors the situs principle,*°* and it comports 
most closely with a sound international fiscal policy. 

In following the situs principle, the United States adopted the pattern 
which would most likely have dominated the estate tax conventions, since 
many foreign countries supported the principle over the rule of domicile.*” 
The United States thus has avoided the necessity of concluding conventions 
with each nation on a different basis, depending on the pressures exerted at 
the time of negotiation. Moreover, the adoption of situs as a uniform rule 
best serves to implement the United States’ objective of stimulating the in- 
vestment of American capital funds in foreign property holdings. 

It is clear that the United States will incur a loss of revenue by the adop- 
tion of the situs principle, since there is relatively less foreign investment 
in the United States than there is American investment abroad. However, 
this transfer of tax revenue merely represents a tax concession which ac- 
cords with the true position of the United States as the leading creditor na- 
tion *** of the world. Pursuit of a policy which does not demand that coun- 
tries in need of foreign capital bear the burden of tax concessions but rather 
protects the tax revenues of debtor countries and offers tax concessions by 


101 [bid, 

102 This is inherent in the operation of a tax credit based on the principle of situs taxa- 
tion. 

103 For specific examples, consult Fairbanks, Succession Duties—Canadian-United States 
Convention, 22 Taxes 452 (1944); Griswold, supra note 43; Kassell, supra note 100; 
Gornick, supra note 40. See Richardson, supra note 100, at 174 to the effect that there is 
little substance to this objection to the situs principle, since the treaties provide for con- 
sultation between the competent authorities of both contracting nations to determine what 
relief measures can be taken in the case of an individual subjected to double taxation with 
respect to the taxes to which the convention relates. See note 19 supra. This notion may 
be supported by the record of achievement in the case of administrative cooperation. See 
King, supra note 19 and McEntyre, supra note 19, at 149: “Up to date, any serious dis- 
putes which have arisen . . . have been resolved in an amicable fashion. Although the tax 
officers in each country are equally loyal to their duty to collect the taxes specified by the 
laws of their respective jurisdictions, they are also determined to see that the conventions 
carry out the purposes for which they were intended. . . . The problems that have been 
discussed in this way have not been easy to solve, but in the end agreement has always 
been reached.” 

104 Carroll, supra note 100. 

105 [bid. 

106 The terms “creditor nation” and “debtor nation” are relative. The United States in 
dealing with the other nations of the free world is a creditor nation. Canada, a debtor na- 
tion in its dealings with the United States, is a creditor nation in its dealings with the 
United Kingdom. 
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the creditor nations will best serve the development of a healthy world 
economy. 


EXCHANGE OF INFORMATION AND MuTUAL COLLECTION ASSISTANCE 


One of the basic objectives of the estate tax treaty program is to develop 
a system of international fiscal cooperation to prevent fraud and tax eva- 
sion. The accomplishment of this objective may serve two purposes. First, 
the apprehension of tax evaders and the deterrence from tax evasion may 
have a tendency to increase somewhat the revenue of each of the contract- 
ing nations. Second, the restraint on tax evasion tends to raise the moral 
tone of tax collection. Efficient and effective tax collection machinery de- 
pends not only on the administrative staff available to enforce tax liability 
but also upon the morale of the average taxpayer. If taxpayer morale is 
good, there will be substantial tax compliance without excessive adminis- 
trative and judicial enforcement. Moreover, the provisions for the ex- 
change of information and administrative cooperation will reduce the de- 
lays connected with the settlement of an estate. 

In the first tax convention with Canada both countries agreed to an ex- 
tensive exchange of information.*** Specifically, each country is to submit 
to the other, in the case of a domiciliary decedent, information concerning 
the existence of property located outside the country of domicile if situated 
within the borders belonging to a decedent domiciled in the other country. 
Further, both countries are required to furnish specific information upon 
request.*°* However, the request myst be limited to information each is en- 
titled to under its own tax law. 

The provisions of the convention with the United Kingdom are not 
couched in as specific terms as those of the convention with Canada. The 
treaty simply requires that both countries exchange all available informa- 
tion that is necessary to administer properly the provisions of the conven- 
tion and to prevent fraud and tax evasion. The information exchanged 
must be treated as secret, and no information is to be exchanged which 
would disclose any trade secrets or processes.*® 


107 CONVENTION BETWEEN THE UNITED STATES AND CaANnapA, Arts. VIII and IX, U.S. 
TREATY Ser. No. 989 (1945). 

108 CONVENTION BETWEEN THE UNITED STATES AND CANnapA, Art. IX, U.S. Treaty Ser. 
No. 989 (1945). 

109 CONVENTION BETWEEN THE UNITED STATES AND THE Unitep Kinocpom, Art. VII, 
U.S. Treaty Ser. No. 1547 (1946). The purview of the provisions for exchanging in- 
formation is the same as with the United Kingdom in the treaties with Ireland (CoNnveEN- 
TION BETWEEN THE UNITED STATES AND IRELAND, Art. VII, U.S. Treaty Ser. No. 2355 
(1951)), Finland (CoNvENTION BETWEEN THE UNITED STATES AND FINLAND, Art. VII, 
U.S. Treaty Ser. No. 2595 (1952) ), Greece (CONVENTION BETWEEN THE UNITED STATES 
AND Greece, Art. VIII, S. Exec. K, 81st Cong., 2d Sess. (1950) ), and Australia (Con- 
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The treaty concluded with France includes the most extensive provisions 
for administrative cooperation. The competent authorities of each country 
must exchange all information they possess or can procure that may be use- 
ful to the other country for the purpose of preventing fraud and tax eva- 
sion.”*° As in the case of the treaty with the United Kingdom, the infor- 
mation is to be considered confidential,** and in complying with a special 
request, the information should not reveal any industrial, business, or trade 
secrets, or compromise national security.*? Furthermore, neither nation 
may request information which it would not be permitted to obtain under 
its own laws.*** Like the treaty with Canada, it is specifically provided that 
in the case of a decedent who was a citizen or a domiciliary of the United 
States, any information disclosed by the United States estate tax records 
with respect to the decedent’s property situated in France, and in the case 
of a decedent domiciled in France, any information disclosed by the federal 
estate tax records with respect to the decedent’s property situated in the 
United States, is to be transmitted to France without request.*** A recipro- 
cal obligation is laid upon France to transmit similar information to the 
United States.” In addition, it is provided that the United States supply 
information concerning the assets belonging to individuals whose ad- 
dresses are in France, information which may be obtained from various 
banking institutions, and information concerning debts contracted with 
real or corporate persons whose addresses are in France.*** On the other 
hand, France agrees to submit to the United States information of safety 
deposit boxes rented by decedents or their spouses if the persons were domi- 
ciliaries or citizens of the United States, transcript reports of the inven- 
tory, the contents of sealed envelopes in locked boxes deposited by the de- 


VENTION BETWEEN THE UNITED STATES AND COMMONWEALTH OF AusTRALIA, Art. VI, S. 
Exec. J, 83d Cong., Ist Sess. (1953) ). 

110 CONVENTION BETWEEN THE UNITED STATES AND France, Art. VIII(1), U.S. Treaty 
Ser. No. 1982 (1949). The treaty with the Union of South Africa provides for the ex- 
change of information only in a general manner. The scope of the provision is the same 
as that of Article VIII of the convention with France (CONVENTION BETWEEN THE UNITED 
STATES AND THE UNION or SoutH Arrica, Art. VII, U.S. Treaty Ser. No. 2509 (1952)). 
The Union treaty provision in respect of the exchange of information is somewhat broader 
than that in the treaties with the United Kingdom, Ireland, Greece, and Australia. See 
p. 426; note 109 supra. 

111 [bid, 

112 CONVENTION BETWEEN THE UNITED STATES AND France, Art. VIII(2), U.S. Treaty 
Ser. No. 1982 (1949). 

113 [bid, 

114 CONVENTION BETWEEN THE UNITED STATES AND FRANCE, Art. IX, U.S. Treaty Serr. 
No. 1982 (1949). 

115 CONVENTION BETWEEN THE UNITED STATES AND FRANCE, Art. X, U.S, Treaty Ser, 
No. 1982 (1949). 

116 See note 114 supra. 
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cedent with a banker, and copies of the lists of securities, cash, or other 
documents or evidence of value belonging to the estate of a person domi- 
ciled in the United States."*’ As in the earlier treaties, provision is made 
for requesting special information.*** 

In contrast to the United States income tax treaties, there is generally no 
specific date upon which information is to be exchanged. Usually the infor- 
mation is to be transmitted as soon as practicable in the course of auditing 
the estate tax case. This difference probably stems from the greater diffi- 
culty encountered in auditing and bringing together at an early date all of 
the information concerning a particular estate than in checking an individ- 
ual’s yearly income tax return and income sources.**® 

It is well established that in the absence of a treaty arrangement, no coun- 
try will enforce the tax laws of another country. In this respect the early 
estate tax treaties moved rapidly towards closer fiscal and collection coop- 
eration. The first mutual collection assistance provision appeared in the es- 
tate tax treaty with France and provided that each country lend assistance 
and support to the other in collecting the taxes subject to the convention.’ 
Collection was limited to the tax plus any interest and fines due. Only fines 
of a penal character were not to be collected.*** This accords with the gen- 
eral principle that no sovereign power will enforce the penal laws of an- 
other sovereign power. Before the tax is collected it must have been deter- 
mined finally and due according to the law of the state requesting collection 
assistance.**” A protocol to the French treaty reinstated the “nationality” 
limitation on these mutual assistance provisions, so that aid in collection is 
not applicable in the case of citizens of the contracting state to which appli- 
cation for assistance is made.*** 


117 See note 115 supra. 

118 CONVENTION BETWEEN THE UNITED STATES AND FRANCE, Art. XI, U.S. Treaty Ser. 
No. 1982 (1949). 

119 There is no mandatory provision for the automatic exchange of information in the 
treaty with Switzerland. However, if any information is exchanged in order to give effect 
to the other provisions of the convention, the information is treated as secret (CONVENTION 
BETWEEN THE UNITED STATES AND SWITZERLAND, Art. VII, U.S. Treaty Ser. No. 2533 
(1952) ). 

120 CONVENTION BETWEEN THE UNITED STATES AND FRANCE, Art. XII, U.S. Treaty Ser. 
No. 1982 (1949). 

121 [bid, 

122 [bid. 

123 CONVENTION BETWEEN THE UNITED STATES AND FRANCE, Supp. Art. XII (Protocor 
BETWEEN THE UNITED STATES AND FRANCE, Art. I (1948)), U.S. Treaty Ser. No. 1982 
(1949). The protocol was executed prior to the date the convention became effective. 
Therefore, the “nationality” limitation has always limited the operation of the provision in 
the treaty for mutual collection assistance. The mutual collection assistance provision in 
the treaties with Norway, Greece, and the Union of South Africa are also subject to the 
“nationality” limitation, except in the event a citizen or domiciliary of the state to which 
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The rules for mutual assistance in tax collection in all the treaties mak- 
ing provision for fiscal cooperation are similar to those of the French 
treaty.*°* The treaty with Norway adds specifically that the authorities of 
each country may refuse to comply with the request for assistance upon the 
grounds of public policy and in order to protect trade, industrial, or profes- 
sional secrets.**° Though the provisions for mutual assistance are not man- 
datory and may be put into effect only upon request of one nation for as- 
sistance in a particular case, they have engendered much criticism in Con- 
gress. It has been stated that it is unwise to have one government collect 
the taxes which are due to another government. On this basis attempts 
have been made to eliminate the mutual collection assistance provisions en- 
tirely from the latest conventions.**° The scope of the provisions of recent 
treaties has also been severely limited. The treaty with the Union of South 
Africa was ratified on condition that the mutual collection assistance pro- 
visions be subject to the “nationality” limitation.**” In the case of the treaty 
with Finland, the provisions for aid in collection are limited to a case where 
such assistance is necessary to insure that the credit or other benefit granted 
under the convention is not enjoyed by persons not entitled to the benefits.*”* 

The basis for the attitude of the Senate may stem from the fact that the 
United States has an excellent tax collection machinery, whereas that of 
most other countries is relatively poor. In some countries there is wide- 
spread tax evasion because of ineffective collection machinery. This would 
mean that the enforcement of foreign tax liability against our nationals 
would in effect make them shoulder a greater share of the foreign country’s 


application for assistance is made is entitled to a credit under another provision of the con- 
vention. See CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. IX(4), U.S. 
Treaty Ser. No. 2358 (1951); CoNvENTION BETWEEN THE UNITED STATES AND THE 
Union or SoutH Arrica, Art. VIII, U.S. Treaty Ser. No. 2509 (1952), as amended by 
Prorocot (1948) ; CoNVENTION BETWEEN THE UNITED STATES AND GREECE, Art. IX, S. 
Exec. K, 81st Cong., 2d Sess. (1950). 

124 CONVENTION BETWEEN THE UNITED STATES AND THE UNION oF SoutH Arrica, Art. 
VIII, U.S. Treaty Ser. No. 2509 (1952) ; CoNVENTION BETWEEN THE UNITED STATES AND 
Norway, Art. IX, U.S. Treaty Ser. No. 2358 (1951). See CoNvENTION BETWEEN THE 
UnitEep STATES AND GREECE, Art. IX, S. Exec. K, 81st Cong., 2d Sess. (1950). 

125 CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. X, U.S. Treaty SER. 
No. 2358 (1951). See also, CONVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. 
IX, U.S. Treaty Ser. No. 2595 (1952) ; CoNVENTION BETWEEN THE UNITED STATES AND 
Greece, Art. X, S. Exec. K, 81st Cong., 2d Sess. (1950). 

126 There is no mutual collection assistance provision in the most recent estate tax treaty, 
i.e., CONVENTION BETWEEN THE UNITED STATES AND COMMONWEALTH OF AUSTRALIA, S. 
Exec. J, 83d Cong., 1st Sess. (1953). 

127 CONVENTION BETWEEN THE UNITED STATES AND THE UNION OF SoutH Arnica, Art. 
VIII, U.S. Treaty Ser. No. 2509 (1952), as amended by SUPPLEMENTAL Prorocot, Art. I, 
S. Exec. A, 80th Cong., Ist Sess. and S. Exec. C, 80th Cong., 2d Sess. (1948), respectively. 

128 CONVENTION BETWEEN THE UNITED STATES AND FINLAND, Art. VIII, U.S. Treaty 
Ser. No. 2595 (1952). ‘ 
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tax burden than do its own nationals. Clearly this is the basis for the “na- 
tionality” limitation. 


DuRATION OF CONVENTIONS 


It is apparent that the estate tax conventions follow a definite pattern for 
duration and determination, differing only in the combination of specific 
terms in each. The treaties generally stipulate that the arrangement shall 
continue in force for a term of years and indefinitely thereafter unless ter- 
minated upon notice by one of the contracting nations. The first estate tax 
convention concluded between the United States and Canada became effec- 
tive as of June 14, 1941 **° and was to continue for a period of five years **° 
and then indefinitely, provided neither nation availed itself of the oppor- 
tunity to terminate the treaty at the end of the five-year period or any time 
thereafter upon six months’ notice prior to the proposed date of termina- 
tion.*** A supplementary convention with Canada became effective on No- 
vember 21, 1951 and was to continue indefinitely as an integral part of the 
1945 convention between the two countries. Both treaties continue in force 
under the authority of, and are subject to, the rules of duration enunciated 
in the first convention.*** 


129 Ratifications were not exchanged until February 6, 1945, and the treaty was not pro- 
claimed until March 3, 1945. See note 11 supra. However, the provisions of the treaty 
were to be effective retroactively to June 14, 1941 (CoNVENTION BETWEEN THE UNITED 
STATES AND CANADA, Art. XIV, U.S. Treaty Ser. No. 989 (1945)). 

180 Tt appears as though the treaty negotiators may have been guilty of giving impor- 
tance to form rather than substance, since the five-year period was to be measured not from 
the date upon which ratifications were exchanged but rather from the date the treaty was 
to take effect. This date was June 14, 1941. Three years and nine months elapsed by the 
time the treaty was proclaimed, viz., March 6, 1945. While this matter has proven not to 
be a serious omission, it is not impossible that either nation might have availed itself of the 
careless draftsmanship to terminate the treaty within a year and three months and in effect 
have denied a fair test of the workability of the convention. Without over-stating a moot 
point, it is not amiss to muse on the potentially adverse impact on the future of the entire 
estate tax treaty program had such an event occurred. 

131 CONVENTION BETWEEN THE UNITED STATES AND CanapA, Art. XIV, U.S. TREATY 
Ser. No. 989 (1945). 

182 SUPPLEMENTAL CONVENTION BETWEEN THE UNITED STATES AND CaAnapa, Art. VII, 
U.S. Treaty Ser. No. 2348 (1951). Since the supplemental treaty is an integral part of 
the earlier convention, it is probable that the treaty draftsmen intended the 1951 conven- 
tion to be accorded the effective status of the 1945 convention at the time of adopting the 
1951 treaty. Under these circumstances, the supplemental treaty would continue indefi- 
nitely unless terminated by the appropriate notice by either the United States or Canada; 
it would not be subject to a minimum trial period. This is proper, since the provisions of 
both conventions are so clearly interdependent it would not accord with the intent of the 
drafters to find the supplementary provisions still of binding effect while the terms of the 
original convention were withdrawn. However, the language of the supplementary con- 
vention does admit of such a possibility. It is not specified whether the provision for ter- 
mination in the original treaty is effective as of the date of the supplemental convention 
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It is provided in the treaty between the United States and the United 
Kingdom that the convention shall remain in force for at least three years 
from the date of taking effect and indefinitely thereafter, if within six 
months of the expiration of the three-year period neither of the contracting 
parties gives official diplomatic notice to terminate. Subsequently the con- 
vention may be terminated at any time by either of the contracting parties 
upon written notice to the other country. In no case, however, is the treaty 
to be terminated earlier than the sixtieth day after the date of notice.*** 

The convention between the United States and France was to remain ef- 
fective for a period of five years following the date upon which ratifica- 
tions were exchanged. The treaty was to continue indefinitely thereafter, 
if within six months prior to the end of the five-year period neither con- 
tracting nation issued notification that it wished to terminate the treaty. 
The convention authorizes termination after five years in the same manner 
as provided in the treaty with the United Kingdom.** 

Like several of the earlier conventions, that with Norway provides that 
it shall become effective on the day ratifications are exchanged and remain 
in force for a five-year period. If within six months of the end of the five- 
year period, neither contracting nation undertakes to terminate the treaty, 
it will remain effective indefinitely. It may, however, be terminated upon 
six months’ notice by either country. Unlike the earlier treaties, however, 
the effective date of termination is the first of January following the ex- 
piration of the six months’ notice period.**° 

None of the conventions has thus far been terminated. 


in the form stated or whether it is applicable to the integrated provisions of the supple- 
mental treaty in the same manner as it applied to the original treaty on the date of adop- 
tion of the supplemental treaty. 

133 CONVENTION BETWEEN THE UNITED STATES AND GREAT BRITAIN AND NorRTHERN [RE- 
LAND, Art. XI, U.S. Treaty Ser. No. 1547 (1946). The termination provisions of the trea- 
ties with the Union of South Africa and Ireland are the same as those concluded with the 
United Kingdom (CoNVENTION BETWEEN THE UNITED STATES AND THE UNION oF SOUTH 
Arrica, Art. XIV, U.S. Treaty Ser. No. 2509 (1952) ; CoNVENTION BETWEEN THE UNITED 
STATES AND IRELAND, Art. IX, U.S. Treaty Ser. No. 2355 (1951)). 

184 CONVENTION BETWEEN THE UNITED STATES AND France, Art. XVIII, U.S. Treaty 
Ser. No. 1982 (1949). 

135 CONVENTION BETWEEN THE UNITED STATES AND Norway, Art. XIV, U.S. Treaty 
Ser. No. 2358 (1951). The termination provisions of the treaties with Switzerland, Fin- 
land, and Greece are the same as those concluded with Norway (CoNVENTION BETWEEN 
THE UNITED STATES AND SWITZERLAND, Art. VIII, U.S. Treaty Ser. No. 2533 (1952) ; 
CoNVENTION BETWEEN THE UNITED STATES AND FINLAND, Art XIII, U.S. Treaty Ser. 
No. 2595 (1952) ; CoNVENTION BETWEEN THE UNITED STATES AND GREECE, Art. XIII, S. 
Exec. K, 81st Cong., 2d Sess. (1950)). The convention with Australia does not provide 
for a specific minimum period of operation, though it cannot be terminated before 1955 
after taking effect upon the exchange of ratifications. It is to remain in effect indefinitely 
but may be cancelled by either nation upon notice of termination. Notice must be given on 
or before March 31st of any calendar year. Subsequent thereto the convention will not be 
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ConbuUCT OF TREATY NEGOTIATIONS 


Tax treaty negotiation has fallen primarily to the representatives of the 
Internal Revenue Service. The personnel are well equipped to formulate 
and administer the technical aspects of the treaty program. However, it is 
not clear that the general purview of Service work is such that it permits 
the formation of basic policy objectives. Though it is true that policy forma- 
tion is not always distinguishable from the resolution of a technical issue, 
nevertheless the effectiveness of a treaty program depends primarily on the 
development of broad, basic economic and political policy objectives. It is 
not amiss or impertinent, therefore, to suggest that the development of tax 
treaty arrangements might more appropriately be guided to a greater ex- 
tent by the various treasury department agencies concerned with interna- 
tional tax, fiscal, and financial policy, with Service personnel being mainly 
responsible for working out the technical aspects of the treaty program. In 
conjunction with such a shift in primary responsibility, it might be urged 
that the State Department be encouraged to take more than a formalistic 
interest in the treaty program.**° 

Treaty negotiations have traditionally been secret. Moreover, the draft 
conventions are treated as secret until after both countries have signed the 
proposed treaty. It is thus impossible for the public to ascertain even the 
broadest outline of the treaty provisions until the convention has been sub- 
mitted to the Senate for ratification. By that time the treaty provisions are 
so much an accomplished fact that little can be achieved by the limited testi- 
mony solicited at the hearings before the Senate Foreign Relations Com- 
mittee.**’ There seems to be small basis for this great secrecy and even less 
for the cursory examination of the treaty provisions at the Senate commit- 
tee hearings. More would be accomplished by freer discussion than by pro- 
mulgating the experts’ rules without sufficient scrutiny. It is suggested that 
the views of interested professional groups and individuals and govern- 
mental agencies whose activities are related to foreign investment be solic- 
ited freely and frequently. 


CONCLUSION 


The estate tax treaty program is sufficiently advanced to evaluate its ac- 
complishments and to point up its shortcomings. The treaties offer the only 


effective in respect to the estates of deceased persons dying after the 30th day of Septem- 
ber in the year in which notice is given (CONVENTION BETWEEN THE UNITED STATES AND 
CoMMONWEALTH oF AusTRALIA, Art. IX, S. Exec. J. 83d Cong., Ist Sess. (1953) ). 

136 Heretofore the State Department has done little more in the estate tax treaty pro- 
gram than act as the official organ of the executive branch in the transmission and recom- 
mendation of the conventions to the Senate. 

137 Griswold, supra note 43. 
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forum for agreement on the definition of terms such as domicile and situs 
which have constituted the basic death tax jurisdictional conflict resulting 
in double taxation. Full definition of terms produces greater certainty in 
the application of the tax laws and removes one important threat to tax- 
payers.*** Furthermore, the objective of stimulating investment in foreign 
property holdings would be better served, since foreign investment has al- 
ways presented the hazard of the unknown and the uncertain.**’ The trea- 
ties have preserved each nation’s existing rules of tax jurisdiction. But the 
conflict which often occurred has been resolved to a great degree by the 
adoption of uniform rules of situs. However, conflict may still result when 
determining a decedent’s place of domicile. Each country is permitted to 
make this determination under its own law. The double tax has been 
avoided in the treaties, however, by a special credit rule. But the adoption 
of cross-credits to lessen the double taxation incurred in case of “double 
domicile” is not a forthright resolution of the problem. It would probably 
be more desirable to eliminate the double tax and the complexity of cross- 
credits by defining a uniform rule for determining domicile.**° Such a rule 
would avoid the present failure to relieve double taxation in some instances. 

The situs principle and the credit mechanism have served to eliminate 
double taxation of estates. However, the complexity of the credit and the 
fact that the decedent’s property must pass through tax proceedings in two 
countries, though only a single tax is finally due, are clearly marks of de- 
merit. The method of exemption would have been simpler. But the under- 
lying situs principle, despite criticism levelled at its adoption, does comport 
with the United States’ economic and political objectives in achieving a 
unified world economy unimpeded by artificial economic barriers. 

The contribution of the treaties to world cooperation at the level of of- 
ficial intercourse is problematical. However, some of the treaties have pro- 
vided a basis for substantial administrative collaboration under the provi- 
sions for fiscal cooperation. Preventing tax evasion through these arrange- 


138 See Peairs, supra note 15, at 289. 

139 The drafting of clear and intelligent tax treaties can go far in allaying taxpayers’ real 
and imaginary uncertainty. This is not to say that all ambiguity can be removed; over the 
years court decisions and actual cases will be necessary to inject specificity and dispel am- 
biguity. In addition, as new facts come to light it will be necessary to add clarifying 
amendments and supplements. This may be accomplished by protocol without disturbing 
the underlying structure of the treaty. 

140 For example, in accordance with the traditional legal concept of domicile, an indi- 
vidual born in one of the contracting nations might be regarded as having maintained dom- 
icile in the country of birth (for death tax purposes) unless by some affirmative acts he has 
elected to acquire domicile in the other contracting nation. Protocol, London and Mexico 
Model Conventions, Art. I (supra note 6, at 36) on estate and succession duties defines 
domicile as: “the domicile of a person at the time of his death is the place where he then 
had his permanent residence with the manifest intention of retaining it.” 
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ments is an important collateral feature of the program to stimulate foreign 
investment. It is imperative that a full-scale program of tax relief to stim- 
ulate investment shall not become the opportunity for tax evaders to escape 
their fair share of tax liability to one or both of the countries involved. 
The comprehensive provision for the automatic exchange of information 
and for cooperation between the tax administrators, without the necessity 
of going through cumbersome diplomatic channels, has proven helpful in 
the detection of tax evasion. Moreover, successful tax administration and 
enforcement are to a great degree dependent on good taxpayer morale.*** 

Unlike the unilateral adjustments made to alleviate the effects of double 
taxation which are uniform in their application to all nations, the tax treaty 
offers an opportunity to extend concessions and privileges to each country 
on a smoother basis.*** The tax treaty also offers an opportunity of work- 
ing out more satisfactorily the means of mitigating double taxation when 
the internal tax structures of two countries differ widely. This cannot be 
accomplished as easily by a unilateral tax credit. 

On the whole, it would seem that the estate tax treaties are a valuable 
supplement to the income tax treaty program and the general program for 
stimulating investment abroad and encouraging the freer exchange of busi- 
ness and industrial personnel.*** 


141 Taxpayer morale is greatly improved by the reduction of causes of tax evasion and 
avoidance. 

142 Multilateral treaties offer the same advantage on a larger geographical basis but are 
difficult to complete. 

143 The latest addition to the United States tax treaty programs is the gift tax conven- 
tion between the United States and Australia which became effective on December 13, 
1953. See Kanter, Gift Tax Convention with Australia, 32 Taxes 65 (1954). 





Sales Taxes And The Resale Exemption In 
The Manufacture And/Or Distribution 
Of Personal Property 


NORMAN REDLICH 


Waar is a retail sale? Of all the perplexing questions which arise in the 
field of retail sales taxation, this is perhaps the most basic. Unlike a gross 
receipts tax, retail sales and use taxes assume that a particular area of the 
interwoven fabric of commerce can be designated as “retail.” The statu- 
tory device generally used to achieve this pattern is the exemption from re- 
tail sales taxes of “sales for resale.’’* 

The theoretical reasoning behind the resale exemption and its statutory 
equivalents * is not hard to formulate. Retail sales are made to consumers. 
If an item is purchased not for purposes of consumption but for purposes 
of resale, the imposition of a tax thereon would be improper since there has 
been no retail sale. By exempting sales for resale, the thrust of the sales 
tax is directed inexorably toward the final consumer. The product moves 
toward the market place where the consumer pays a tax based on the retail 
value. Transactions prior to the final sale are exempt as sales for resale, 
leaving the retail consumer as the sole taxpayer. In this way the retail sales 
tax can fulfill the role which the tax economists have generally attributed 
to it, i.e., a tax which strikes only at the point of final consumption.* 

In practice, the drafters and administrators of consumer tax programs 
have found it difficult to attain this simple economic pattern. As a result, 
the resale exemption has been the focal point around which many of the 


Norman RepiicH (A.B., Williams College; LL.B., Yale Law School) is a member of 
the New York Bar. 

1For a general discussion of the sale for resale exemption, see Wahrhaftig, Meaning 
of Retail Sale and Storage, Use or Other Consumption, 8 Law & Contemp. Pros. 542 
(1941) ; Due, Retail Sales Taxation in Theory and Practice, 3 Nat. Tax J. 314 (1950) ; 
Cohen, Taxable Transactions in Consumers’ Taxes, 8 Law & Contemp. Pros. 530 (1941) ; 
Brown, Some Legal Aspects of State Sales and Use Taxes, 18 Inv. L.J. 77 (1943) ; Het- 
LERSTEIN, STATE AND LocaL TAXATION 531-77 (1952). 

2 States vary in their framing of the resale exemption. Most states in their definition of 
a retail sale specifically exempt sales for resale. E.g., Mo. Rev. Star. c. 144.010, §1(8) 
(1949). Others exempt wholesale sales and then define wholesale sales as sales for resale. 
E.g., Cor. Stat. ANN. c. 144, §2(g), (n) (1935). 

3 Due, General Theory of Sales Tax Incidence, 66 Q. J. Econ. 257 (1953). 


435 








436 TAX LAW REVIEW [ Vol. 9: 


most important controversies in the field of consumption taxes have raged. 
Instead of pinpointing the sales tax on the final consumer of the manufac- 
tured or processed product, the resale exemption has, as a practical matter, 
raised anew the question of who should be considered the consumer. Does 
the car repairman, for example, buy his material for consumption or for 
resale to the car owner? Does the lawyer, dentist, or optician “resell’’ the 
printed forms, gold fillings, or eyeglasses, or does he merely perform a 
service in the process of which he himself consumes the property men- 
tioned ? * 

Delineating the “retail’’ area has been particularly difficult in the one 
field where the resale exemption would appear, on the surface, to operate 
most effectively—the production and distribution of personal property. 
Here the issue is not beclouded by the question whether the buyer is per- 
forming a service or selling goods. It is generally agreed that manufactur- 
ers, wholesalers, and retailers are all in the business of selling personal 
property. Nor is this field troubled by the peculiar questions which domi- 
nate the field of home construction, where it must be decided if the seller 
is selling realty or personalty.° Nevertheless, in the production and distri- 
bution of personal property, it has not at all been easy to make the resale 
exemption conform in practice to the theoretical justification for its exist- 
ence—the desire to avoid pyramiding taxes as goods move along the chan- 
nels of distribution toward the marketplace. 

Posing some of the troublesome questions in this field will outline the di- 
mensions of the problem. In the manufacture of bread, for example, few 
would question that a bakery buys milk for purposes of resale. Exemption 
from tax on the butter that goes into the bread is equally clear. But is the 
grease used in the oven also bought for resale? And what about the oven 
itself? In the economic sense, the grease and the depreciated value of the 
oven are as much elements of cost as are the milk and the butter. To tax 
them at any point prior to the final sale of the bread would create the pyra- 
miding which retail sales taxes should avoid. 


4 Cohen, supra note 1; Note, 10 Forp. L. Rev. 437 (1941); Rose, Tennessee Retailers 
Sales Tax Act, 1 Vanp. L. Rev. 433 (1948); Note, 21 U. or Cin. L. Rev. 316 (1952). 
A collection of cases on repairmen is to be found in 11 A.L.R.2d 926 (1950). The repair 
problem is intimately related to the sale for resale exemption since the repairman’s lia- 
bility for the tax depends on the determination whether he resells the material with which 
he performs his repairs. This discussion, however, will be confined to the problem of the 
manufacture and distribution of personal property. 

5 The sale of tangible personal property used in home construction or repair represents a 
problem in itself, frequently involving the question whether the sale was of tangible per- 
sonal property or realty. For cases in this related field, see Duhame v. State Tax Comm., 
65 Ariz. 268 (1943) ; Material Service Corp. v. McKibbin, 380 Ill. 226 (1942) ; State ex 
rel Otis Elevator Co. v. Smith, 357 Mo. 1055 (1948); Bradley Supply Co. v. Ames, 359 
Ill. 162 (1935). See Hellerstein, State and Local Taxation, 1947 ANNUAL SURVEY OF 
American Law 310 (1948) ; Wahrhaftig, supra note 1. 
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At the distribution level similar problems arise. The retailer, for exam- 
ple, passes along both the cost of the item he sells and the cost of the bin in 
which the item is stored. Yet the former item is exempt from all sales 
taxes, and the latter is almost universally taxed. In the area of farming, is 
it the cows and crops only that are sold or also the food in the cows and the 
seed from which the crop grew? 

In applying the resale principle, is the controlling consideration to be the 
taxation of the sale of tangible personal property only once, when it is sold 
to the final consumer in the form of the finished product, or must this theo- 
retical formulation yield to the revenue needs and the reluctance to exempt 
businesses from the scope of retail sales taxation? State and local govern- 
ments have followed a variety of statutory methods in an effort to solve 
these perplexing problems of retail sales taxation. 


PRODUCTION OF PERSONAL PROPERTY 


The “component-part” test. The most popular method used by the states 
in applying the resale principle to manufacturing is the component-part 
test which permits an exemption for the sale of all items which become a 
component part of a manufactured product.® This test involves an actual 
physical examination of the item produced to ascertain whether a particu- 
lar product has been embodied as an ingredient or component part. One 
state, Arkansas, seems to go even further and demands that the component 
part be recognizable or identifiable before it can be considered as having 
been bought for purposes of resale.’ In those states where the component- 
part test is observed, everything purchased by a manufacturer which does 
not enter into the final product as a component part is considered as having 
been bought at retail* and, barring other provisions in the statutes, the 
seller must collect the sales tax. 


6 Although the variations in each state make accurate categorization difficult, the follow- 
ing states may be said in general to follow the component-part rule: Ala., Ark., Ariz., Cal., 
Colo., D.C., Ga., Ill., Iowa, Kans., La., Md., Mo., N.Y. City, N.C., N.D., Okla., S.C., 
Tenn., Utah, Wash., and Wyo. A typical statute is found in Illinois: “Sale of tangible 
personal property, which property as an ingredient or constituent goes into and forms a 
part of tangible personal property subsequently the subject of a ‘sale at retail’ are not sales 
at retail as defined in this Act.” Itt. Rev. Stat. c. 120, §440 (1953). Occasionally a state 
will have a different rule for its sales tax and use tax. The Iowa sales tax employs the 
component-part rule, while the use tax exempts certain machinery “used in manufacture.” 
Iowa Conk tit. XVI, c. 422, §42 (1946) (sales tax) ; Id. c. 423, §1 (use tax). 

7 ArK. Star. tit. 84, c. 19, §1904(i) (1947). 

8 Some states, in order to avoid misunderstanding, will specifically provide, usually in 
their regulations, that an item of machinery, equipment, or other material sold to manu- 
facturers is not considered a “component part” and is taxable. E.g., N.Y. City Retail Sales 
Tax Reg., Art. 66, P-H Strate Anp Locar Tax Serv. J77,532; Kan. Retailers’ Sales Tax 
Reg., Art. 94-6-8-A-3, P-H State ann Locat Tax Serv. 21,312. In other states the rule 
has been established judicially. See, e.g., Bedford v. Colorado Fuel-and Iron Corp., 102 
Colo. 538 (1938) ; Phillips and Buttorf v. Carlson, 188 Tenn. 132 (1949). 
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This test, although narrow in scope, has the important advantage of 
workability. It is not accidental that the states which use this test have 
much less litigation on this subject than the states which use the broader 
standards described below. A manufacturer in New York City,”® for ex- 
ample, need not ponder whether a machine is used “directly” or “indirectly” 
in manufacturing, as does his Ohio counterpart ;** he need ascertain only 
whether the item he buys becomes a component part of the product he makes. 

Another advantage of the component-part test is its generally broad ap- 
plication. Despite the many criticisms that can and will be made concerning 
its restrictive character, the number of transactions it fails to cover should 
not obscure the fact that it undoubtedly succeeds in exempting from the re- 
tail sales tax a vast majority of transactions that require exemption in or- 
der to avoid excessive pyramiding. 

However, these advantages appeal more to those who administer the tax 
than to those who have to pay it. To practically everyone engaged in the 
manufacture of personal property the component-part test has limited eco- 
nomic justification. Few would quarrel with the proposition that the same 
principle which exempts the sale of the finished product should also exempt 
the ingredients when they are sold to the manufacturer. But many would 
quarrel with the limitations of a rule that exempts sales to manufacturers 
only if the material becomes an ingredient or component part of the prod- 
uct which is to be manufactured. This limitation often leads to absurd dis- 
tinctions. Is carbonic acid a component part of a soft drink, or is it in the 
nature of a catalyst which is destroyed in the process of production?” If 
a tiny fraction of a material, such as coal, finds its way into the completed 
product in the form of carbon, will this qualify as a component part,** or 


9 New York, Illinois, and California, for example, despite their large populations, have 
had virtually no litigation on the problem of sales to manufacturers. Compare this situa- 
tion with Ohio and Michigan, notes 60 to 65 and 67 to 78, inclusive, infra. 

10 See note 8 supra. 

11 See notes 67 to 78, inclusive, infra. 

12 See letter of Director, Sales and Use Tax Div., Ark. Dep’t of Revenue, P-H State 
AND Locat Tax Serv. {21,164.42 (ruling that carbonic acid is a recognizable part of a soft 
drink) ; Kan. Retailers’ Sales Tax Reg., Art. 94-6-8-C-5, P-—H Strate anp Locat Tax 
Serv. 921,327 (oxygen and hydrogen sold to manufacturers are component parts). But see 
N.Y. City Retail Sales Tax Reg., Art. 85, P-H State anp Locat Tax Serv. {77,570 
(chemicals generally are not component parts). Washington has a strict component-part 
standard and specifically exempts chemicals used in manufacture. Rules Relating to the 
Revenue Act, No. 113, P-H State anp Locat Tax Serv. 21,513. 

18 States vary as to how much of a particular item shall be included in the finished prod- 
uct in order to qualify as a component part. In Illinois there must be an intent on the part 
of the buyer to make the product a component part of another item. Smith Oil and Refin- 
ing Co. v. Dep’t of Finance, 371 Ill. 405 (1939) (core for castings is taxable even though 
a portion enters into the finished product, since it was never intended to be a component 
part). In Missouri, however, spray materials used on crops is exempt from taxation as a 
component part, even though only a small percentage, if any, becomes part of the finished 
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must it be specifically intended by the producer that the item be a component 
part of the finished product?** How much of the glycerine from a hot- 
dog casing must enter into the hot dog before it becomes a component 
part?** One would think that an explosive would never become a compo- 
nent part of a product, but Kansas, with a rigid component-part rule, never- 
theless exempts the sale of explosives to manufacturers or farmers as sales 
for resale.** New York City rules that only twenty per cent of a photogra- 
pher’s chemicals becomes part of the finished photograph; the remaining 
eighty per cent is bought for consumption and not for resale.** North Car- 
olina, on the other hand, refuses to recognize even this twenty per cent ; but 
it does concede that the paper on which the picture appears is resold by the 
photographer.** 

There are many examples of the artificial distinctions which result from 
this chemical breakdown of a product to determine its component parts.’® 
In most states where the component-part test operates one can find exam- 
ples of component parts which are taxed *° and ingredients which are not 
exempt.” These facts alone, however, would not be enough to condemn the 
component-part test. No standard could function without its judicial and 
administrative complexities. The fundamental criticism which can be lev- 


product (Mo. Rev. Srar. c. 144, §144.030 (1949)). Alabama allows an exemption if the 
intent is to incorporate the item in the finished product, regardless of how little actually 
appears in the manufactured product (State v. Southern Kraft Corp., 243 Ala. 223 
(1942) ). The latter case contains a discussion on this subject. See cases cited in notes 15 
to 18, inclusive, infra. 

14 Smith Oil and Refining Co. v. Dep’t of Finance, 371 Ill. 405 (1939) ; Union Oil Co. 
of Calif. v. Johnson, 58 Cal.App.2d 636 (1943) (intent to resell is immaterial if product is 
“consumed” and does not become a component part). The intent factor was relied on by 
the Alabama Supreme Court in the Southern Kraft case, note 13 supra. 

15 California and the District of Columbia have ruled that casings for hot dogs are not 
bought for resale, even though a small amount of the glycerine enters into the hot dogs. 
Luer Packing Co. v. State Board of Equalization, P-H Strate anp Locat Tax Serv. 
923,168; Briggs and Co. v. District of Columbia, 196 F.2d 241 (D.C. Cir. 1952). 

16 Kan. Retailers’ Sales Tax Reg., Art. 94-6-8-C-6, P-H State anp Locat Tax Serv. 
921,328. But “equipment and supplies” to manufacturers are specifically taxed. Jd. Art. 
94-6-16, P-H State anp Loca Tax Serv. §[21,354. 

17 Letter of Samuel Orr, Special Deputy Comptroller, N.Y. City, P-H Strate anp Lo- 
cAL Tax Serv. §[77,102.15. 

18 Office of Attorney General to Commissioner of Revenue, N.C., P-H Strate anp Lo- 
caL TAx Serv. 21,164. 

19 California, for example, distinguishes between fertilizer for crops and chemicals used 
to spray plants, on the ground that fertilizer is absorbed in the crop. Letter of State Board 
of Equalization, P-H State anp Locat Tax Serv. 21,420.50. The District of Columbia 
specifically exempts fertilizer but holds that soil conditioners are not component parts. Pub. 
L. No. 76 (tit. I, §818(1), 81st Cong., Ist Sess. (1949) ; Rul. No. 16, District of Columbia 
Sales, Receipts, or Use Taxes, P-H State anv Locat Tax Serv. {[21,716. 

20 See cases and rulings, notes 13, 14, 15, and 18 supra. 

21 State v. Southern Kraft Corp., 243 Ala. 228 (1942) (product is exempt if used as an 
intended component part, even if only a small percentage remains as an ingredient). 
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elled against the component-part test is its failure to fulfill the economic 
policy which underlies the resale exemption at the manufacturing level. 
The component-part test recognizes the pyramiding consequences which 
would flow from the taxation of physical ingredients which are sold to a 
manufacturer. Yet any producer could testify to the speciousness of con- 
fining the exception to ingredients. The fuel which does not become part 
of a brass casting is as much a part of cost as the copper which does. If 
the manufacturer does not pay a tax on the purchase of the copper, on the 
ground that to do so would cause an accumulation of sales taxes, it is il- 
logical to require the manufacturer to pay a tax on the fuel. It is equally 
illogical to make him pay a tax on the purchase of the machine that grinds 
the casting because this, too, must be reflected in the final cost of the prod- 
uct. Limiting the resale exemption to ingredients may be justified by reve- 
nue needs or administrative convenience, but urging that the producer 
“consumes” the machines but only “resells” the ingredients which go into 
the finished product is a specious argument. 

The rigidity of the component-part test has resulted in many statutory 
exceptions to its application. As frequently occurs in tax legislation, the 
organized pressure groups are generally the most successful in securing 
sales tax exemptions for the sale of particular products. For example, in 
practically every state where the component-part test is enforced, the farm- 
ers have succeeded in exempting the sale of fertilizer *’ and, in some cases, 
even certain farm equipment.” It is difficult to see why lubricating oil for 
a factory machine is bought for purposes of “consumption” while fertilizer 
for a farm is bought for purposes of*“resale.’”’ Similarly, several states ex- 
empt the sale of fuel to manufacturers ** or to public utilities.” In Mis- 
souri the statute specifically rejects an exemption based on mere “use or 
consumption,” on the theory that the product must be an actual ingredient 
of the finished item.** Yet the regulations consider coal dust an ingredient 
of cement.”” In New York City the sale of coke, coal, and fuel oils to man- 
ufacturers is a taxable sale.** The sale of gas, electricity, and steam, on the 


22 F.g., ALA. Cope tit. 51, §755(g) (1940) ; Mp. Ann. Cope Art. 81, §322(h) (1951) ; Mo. 
Rev. Strats. c. 144, §144.030 (1949) ; N.C. Gen. Starts. §§105 to 169(c), inclusive (1950). 

23 In Mississippi, where the gross receipts tax imposes a special low rate for “wholesale 
sales,” the sale of tractors to farmers is taxed at practically the wholesale rate, which is 
considerably below the retail rate (Miss. Cope ANN. tit. 40, c. 3, §10108 (1942) ). North 
Carolina specifically exempts fuel to farmers (N.C. Gen. Strats. §§105 to 169(b) (1), in- 
clusive (1950) ). 

24 Coro. Stats. ANN. c. 144, §2(0) (1935) ; Kan. Retailers’ Sales Tax Reg., Art. 946-16, 
P-H State Anp Loca Tax Serv. §21,354; Mp. Cope Ann. Art. 81, §320(f) (4) (1951). 

25 Ara. Cone tit. 51, §755(k) (1940). See notes 28 and 29 infra. 

26 Mo. Retail Sales Tax Reg. c. I(D) (a), P—H State ann Loca Tax Serv. §21,210. 

27 Ibid. See also, Mo. Rev. Stats. §144.030 (1949), which specifically exempts certain 
sales to farmers to avoid “double taxation.” 

28 N.Y. City Retail Sales Tax Reg., Art. 85, P-H State anp Locat Tax Serv. $77,570. 
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other hand, is exempt if the material is used for industrial purposes.” A 
standard which draws an arbitrary and economically unjustifiable line be- 
tween items to be considered ingredients and those not so to be denomi- 
nated is thus subject to conflicting pressures and arguments. Unfortu- 
nately, this situation leads to a variety of exceptions which reflect the lob- 
bying ability of particular industries rather than a desire on the part of the 
legislatures to rectify a poor statutory standard.*° 

The “dissipation” test. Several states have recognized that if the resale 
principle is to be applied to manufacturing, the component-part test is in- 
adequate. Accordingly, an increasing number have broadened the resale 
exemption to include material that is actually consumed or dissipated in the 
process of fabrication.** This standard does away with the necessity of 
distinguishing between the carbon which becomes part of the finished prod- 
uct and the coal which does not. A blanket exemption is extended to all 
material which is expended in the manufacturing process. Although the 
statutes use the term “consumed” as being the test for exemption,** it is 
clear from the regulations and decisions that a physical disappearance must 
take place before the material can be considered exempt.** Thus, lubricat- 
ing oil is “consumed” in the process of fabrication ; ** a machine is not.*° 

By broadening the component-part test to include all materials which are 


29 Td. Art. 92, P—H Strate anp Loca Tax Serv. 77,584. 

30 The pattern of exemptions will often reflect the importance of particular industries in 
a state. Colorado exempts purchases of feed and seed for livestock (Coro. Strats. ANN. 
c. 144, §15(£) (1935) ). In North Carolina there is a specific exemption on sales of cotton, 
tobacco, peanuts, and other farm products sold to manufacturers for further processing 
(N.C, Gen. Stats. §§105 to 169(p), inclusive (1950) ). In 1935, while Michigan still had 
a component-part rule, a group of wholesalers tried unsuccessfully to challenge the tax as 
applied to sales of equipment to manufacturers (Boyer-Campbell v. Fry, 271 Mich. 282 
(1935) ). For a discussion of the South Carolina exemption aimed specifically at the tex- 
tile industry, see note 59 infra. 

31 The following states may be said to follow the “dissipation” test: Conn., Fla., Ind., 
Me., Okla. (see note 50 infra), Pa., and R.I. 

32 E.g., Me. Laws 1951, c. 14-A, §2; Purpon’s Pa. Stats. ANN. tit. 72, §$3407-102(7) (0) 
(1953 Supp.) ; R.I. Sess. Laws 1947, c. 1887, Art. II, §31(h). 

83 Pa. State Sales and Use Tax Reg. §§261, 262, P-H Strate anp Locat Tax Serv. 
22,639 and 922,640; R.I. Sales and Use Reg., P—H Strate anp Locar Tax Serv. 921,554; 
Burns Inp. Stats. ANN. §64-2603(a) (2); Ind. Gross Income Tax Reg. $1302, P-—H 
STaTE AND Loca Tax Serv. §21,510; Gross Income Tax Dep’t v. Harbison-Walker Re- 
fractories Co., 113 Ind. App. 695 (1943) (silica used to line furnaces is dissipated fast 
enough to qualify as sold at “wholesale” to manufacturers) ; Fra. Stats. ANN. §212.02(3) 
(b) (1952 Supp.). 

34 Conn. Sales and Use Tax Reg. §5, P-H State anp Locat Tax Serv. {21,508; Hud- 
son Pulp and Paper Corp. v. Johnson, 147 Me. 444 (1952). 

35 Conn. Sales and Use Tax Reg. §5, P-H State anp Locat Tax Serv. {21,508; Fla. 
Reg., Rule 25, P-H Srate anv Locat Tax Serv. 21,558. Other states remove machinery 
from the dissipation exemption by requiring that the item shall never be considered con- 
sumed in production if it has a useful life of more than one year. See notes 44 and 45 
infra. ; 
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dissipated in the process of production, this standard more nearly con- 
forms to the economic policy which underlies the resale exemption. How- 
ever, it gives rise to complex problems of definition. Since the exemption 
applies to products consumed only in manufacturing, processing, or fabri- 
cating, a line must be drawn separating the productive aspects of a business 
or farm from its non-productive departments, such as distribution, purchas- 
ing, or administration.*® Paper forms used in the office are taxable,*’ but 
production forms used to measure a worker’s output would probably be 
considered “used in production.” ** Items purchased for the shipping de- 
partment are taxed.*° The same item, if purchased for the department that 
receives goods for processing, might be exempt.*® Distinctions are drawn 
between a lift which carries material for manufacturing purposes and one 
which merely moves it to the shipping department after the fabrication is 
completed.** In Pennsylvania it is necessary to distinguish between fuel 
which is used by a business for general heating and air conditioning and 
fuel which is consumed “as part of the manufacturing process.” *? In Con- 
necticut, even if the material is used in the manufacturing department of 
the plant, it loses its exemption unless it is used “directly” in manufactur- 
ing. Thus, maintenance supplies are not exempt under the Connecticut dis- 
sipation test, even though they disappear immediately upon use.** Large 
companies with a strict cost-accounting system might be able to isolate 
manufacturing from other aspects of the business. But smaller concerns, 
whose departmentalization is not nearly so rigid, would find it difficult to 
make the type of breakdown required by the “dissipation” theory. 

Perhaps the major problem undér this standard is the determination 
whether an item has been “consumed” in the sense required by the statute. 
Economically, all equipment used by a manufacturer is “consumed.” This 
is the basis for the annual allowance for depreciation of machinery and 


86 Conn. Sales and Use Tax Reg. §5, P-H State anp Loca Tax Serv. 921,508; Me. 
Sales, Receipts or Use Taxes Reg. §3, P-H State anp Loca Tax Serv. 21,514. The 
same problem arises in states which follow the “used in manufacture” rule. See notes 61 
and 64 to 78, inclusive, infra. 

37 Conn. Sales and Use Tax Reg. §5, P-H State anp Locat Tax Serv. 21,508. 

88 Pa, State Sales and Use Tax Reg. §262, P-H Strate anp Loca Tax Serv. 22,640; 
Drake Printing Co. v. Michigan, P-H State anp LocaL Tax Serv. §21,137.50. 

89 Pa. State Sales and Use Tax Reg. §262, P-H State anp Loca Tax Serv. 922,640. 

40 Jbid. The Pennsylvania Sales Tax Act was passed in July, 1953, and there has been 
insufficient time for litigation to develop. Despite the extensive regulations, which care- 
fully define the words “consumed in the process of fabrication,” in all likelihood this vague 
standard will create a troublesome problem for the courts and taxing authorities. 

41 Tri-State Asphalt Corp. v. Glander, 152 Ohio St. 497 (1950) (distinguishing between 
the manufacturing and loading functions of a loading crane) ; Pa. State Sales and Use Tax 
Reg. §§261 and 262, P-H State anp Loca Tax Serv. {22,639 and {]22,641. 

42 Pa. State Sales and Use Tax Reg. §262, P-H State anp Loca Tax Serv. {22,640.50. 
43Conn. Sales and Use Tax Reg. §5, P-H State ann Loca Tax Serv. {[21,508. 
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equipment. In terms of dollars the amount of “consumption” attributable 
to gradual use will often be greater each year than that which results from 
more readily identifiable consumption, such as lubricating oil or chemical 
catalysts. Since the “dissipation” test does not permit a blanket exemption 
for everything used up in the manufacturing process, a line must be drawn. 

The Pennsylvania Sales Tax Regulations consider a machine “consumed” 
if its life is less than one year or if the cost is allowed as a deduction for 
federal income tax purposes.** The latter requirement probably refers to 
the full cost rather than the annual allowance for depreciation, in order to 
prevent an exemption for all machinery. Rhode Island adheres rigidly to 
the one-year rule on all equipment.** In Connecticut, on the other hand, ma- 
chinery is never exempt, regardless of its life expectancy.** But if the pur- 
chase of tools can be deducted as a current expense for federal income tax 
purposes, Connecticut considers them “used in production,” even though the 
tools might outlast the machine.** In Indiana there must be an “immediate 
dissipation and expenditure.” ** Tools are never immediately consumed un- 
der this test, but lime fertilizer qualifies, on the theory that it starts work- 
ing immediately upon hitting the soil.*® A product is “consumed” in Okla- 
homa only if it loses all but junk value after its first use.°° In Florida a 
detergent used to remove grease from machines is not “immediately dissi- 
pated,” ** but the grease is.” 

Distinctions such as these merely point up the economic fallacy of the 
dissipation test. Whereas the component-part test holds that only the in- 
gredients of a product should be exempt from sales tax when purchased by 
the manufacturer, the dissipation test assumes that in terms of the ultimate 
cost to the consumer the economic effects of a dissipated item are the same 
as those of a component part. This leads to the inclusion of a variety of 


44 Note 42 supra. 

45 RI. Sales and Use Tax Reg., P-H State anp Locat Tax Serv. {[21,554. 

46 Conn. GEN. Stats. c. 104, §2096(r) (1949). 

47 Conn. Sales and Use Tax Reg. §5, P-H Strate anp Locat Tax Serv. 21,508. 

48Ind. Gross Income Tax Reg. §1302, P-H State ann Locat Tax Serv. 21,510; 
Gross Income Tax Dep’t v. Harbison-Walker Refractories Co., 113 Ind. App. 695 (1943). 

49 Dep’t State Revenue v. Klink, 112 N.E.2d 581 (Ind. Sup. Ct. 1953). 

50 Oxia, Stats. ANN. tit. 68, §1251d(2) (b) (1953 Supp.) ; Okla. Sales Tax Reg., Reg. 
27, P-H State AnD Locat Tax Serv. {21,456. Oklahoma’s exemption is broader than the 
“dissipation” requirement. It extends to machinery and equipment which “directly” manu- 
factures property subject to the sales tax (id. §1251(0)(2)(Q)). See Tulsa Machinery 
Co. v. Oklahoma Tax Comm., 253 P.2d 1067 (1953) (diesel shovels and welding equipment 
which remove limestone held not exempt because not “directly” used in “manufacturing” 
tangible property). Despite this provision, most purchases by manufacturers would appear 
to be taxed unless it can be shown to be “consumed” within the meaning of Reg. 27. 

51 Fla. Sales Receipts or Use Tax Reg., Rule 63, P-H Strate anp Locat Tax SErv. 
721,634. 

52 Fra. Stats. ANN. §212.08(4) (1952 Supp.). 
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items which in one form or another are dissipated in manufacturing but to 
which the taxing authorities deny exemption. The component-part theory 
may be unsound economically, but it presents no serious definition problem. 
When statutes and regulations speak in terms of “immediate dissipation” 
or “consumed directly in manufacturing,” the difficulty of defining these 
terms points up clearly the economic problems inherent in any standard 
which assumes that some materials bought by manufacturers are consumed 
while others are not. 

The “used-in-manufacture” test. The anomaly of exempting certain pur- 
chases by manufacturers and taxing others has caused a few states to adopt 
a broader exemption for manufacturers. Michigan and Ohio are the two 
leading states in this category, although West Virginia appears to have 
amended its statute recently and has thus gone further than any other state 
in exempting sales to manufacturers. The Michigan statute exempts sales 
of personal property “to persons for use or consumption in industrial proc- 
essing.’ °* In Ohio the exemption applies to all products used “directly in 
the production of tangible personal property for sale by manufacturing.” ™ 
The West Virginia exemption now applies to sales of supplies and materi- 
als to persons “in the business of manufacturing.” °° Other states, though 
not so liberal as the three mentioned, have considerably broadened their ex- 
emptions covering purchases by manufacturers. Alabama, for example, 
which accepts the component-part test in its definition of a retail sale, ac- 
tually exempts so many additional sales to manufacturers that the operative 
effect of its statute approaches that of Ohio or Michigan.** In Oklahoma ™ 
and North Carolina ** all machinery purchased by manufacturers is exempt 
from sales taxation. South Carolina, in its admitted attempt to exempt 
purchases by textile manufacturers, has created a broad list of tax-free 


53 Micn. Stats. ANN. tit. 7, c. 60, §7.525, Sec. 4a(g) (1953 Cum. Supp.). For an ex- 
cellent historical discussion of the Michigan provision, see Taylor, Toward Rationality in 
Retail Sales Tax, 5 Nat. Tax J. 79 (1952). 

54 Onto Gen. Cope Ann. §5546-1 (Page’s 1952 Supp.). See Johnson, Ohio Retail Sales 
Tax Act, 11 Onto Sr. L.J. 143 (1950). 

55 W.Va. Cope c. 11, Art. 15, §999(2) (6) (1949), amended by W.Va. Cone c. 11, Art. 
15, §999(2) (6) (1953 Cum. Supp.). A 1951 amendment to the West Virginia statute 
eliminated a clause requiring sales to manufacturers to be “in wholesale quantities” in 
order to be exempt. Any sale to a manufacturer would now seem to qualify. The statute 
would thus appear to have overcome the limiting interpretations placed on the Ohio and 
Michigan statutes by the courts of those respective states. See notes 60 to 65 and 67 to 78, 
inclusive, infra. 

56 Ava. Cone tit. 51, Art. 10, §755(g), (i), (k), and (p) (1940). Furthermore, Ala- 
bama’s exemption has been liberalized by the broad interpretation given the component- 
part requirement in the Southern Kraft case, note 13 supra. 

57 Oxia. Stats. ANN. tit. 64, §1251d(2) (Q) (1953 Supp.). 

58 N.C. Gen. Stats. §§105 to 169(m), inclusive (1950) (exempting “sales of mill ma- 
chinery . . . to manufacturing industries or plants’). 
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items for all manufacturers, despite a strict statutory exemption confined 
to property used “directly in fabricating.” © 

There is a strong theoretical justification for a broad exemption. All 
purchases of personal property by manufacturers must ultimately be re- 
flected in the final selling price of the manufactured product. The retail 
price of a coat represents the cost of the cloth in the coat, the lubricating 
oil which was “dissipated” while the coat was produced, and the machines 
which sewed and cut the coat in the factory. If the resale exemption is de- 
signed to prevent sales taxes from becoming a built-in component of final 
cost, there is little sense to a selective exemption policy at the manufactur- 
ing level. To the extent that some states have recognized this principle par- 
tially, a long step forward has been taken in clarifying an important area 
of retail sales taxation. 

Unfortunately, the administration of these broad exemptions in the 
states where they exist has created much confusion. The chief source of 
the difficulty lies in the unwillingness of the various state taxing authorities 
to make the exemption conform to the economic theory underlying it. Ac- 
cordingly, in the effort to narrow this broad exemption by regulations and 
decisions, the states have raised anew many of the problems which this test 
was designed to avoid. 

Typical is the situation in Michigan.” Despite the rather broad language 
of the “industrial processing” exemption, the regulations define the exemp- 
tion to include only (1) ingredients of the finished product; (2) material 
which is consumed or destroyed in the manufacturing process; and (3) 
“specific machinery and processing equipment which is exclusively designed 
and made for and specifically used in the manufacturing of a product to be 
sold at retail.” ** Under this regulation, machinery which is used to “main- 
tain” a factory is taxable; machinery used to produce products inside the 
factory is exempt. Fuel for heating an office is taxable; fuel for heating 
the factory is exempt. Office forms are taxed ; time clock cards are exempt. 
A crane sold to a scrap metal dealer is taxed because the dealer is not en- 
gaged in “industrial processing.” © A similar crane sold to another scrap 
metal dealer is exempt because the evidence shows that the second dealer 
bales and cleans the scrap and is, therefore, an industrial processor.** Dry 


59 S.C. Cone §§65-1361 and 65-1368 (1952). The special ruling covering textile manu- 
facturers is found in S.C. Sales, Receipts or Use Taxes—Policy Determination, P—H 
State AND Loca Tax Serv. §21,537. The ruling further states that it is not limited to 
textile firms. 

60 Taylor, supra note 53. 

61 Mich. Gen. Sales Tax, Rule 40, P-H State anp Locat Tax Serv. {21,378 ; emphasis 
added. 

62 Monroe Scrap Material Co. v. Dep’t of Rev., P-H State anp Locat Tax Serv. 
21,137.82. 

63 Smith Co., P-H State anp Locat Tax Serv. {23,545. 
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ice sold to an ice cream manufacturer is not exempt because it is used to 
store a processed item rather than to assist in its actual manufacture.“ 
Manufacturers who buy spare tires for trucks must show that the truck as- 
sists in processing rather than in transporting material which has been or 
will be processed.” 

In other states the application of the used-in-manufacture test has been 
equally confusing. Alabama exempts sales of machinery to manufacturers, 
but crushing and quarrying marble is not considered manufacturing for 
this purpose. In Ohio a requirement that the product must be used “di- 
rectly” in manufacturing in order to be exempt has given rise to perhaps 
more litigation on this point than exists in any other state.*’ It is difficult to 
predict accurately what the Ohio courts will consider as a “direct” aid to 
manufacture. Fishing nets sold to fish manufacturers are not considered as 
used “directly” in manufacturing ;°* neither are fire extinguishers which 
are sold to coal mining companies.’ Although all machinery would appear 
to come within the language of the Ohio exemption, the “direct-indirect” 
dichotomy leads to strange results. A steel and iron company purchased 
coal mining machinery to produce coal which would then be used as fuel 
to produce iron. The coal mining equipment was held not “directly” used 
in manufacturing and therefore not entitled to the exemption.” But if a 
coal mining company had bought the same equipment, there is little doubt 
that it would be an exempt sale.* In addition, much time has been spent in 
Ohio segregating the manufacturing part of a business from its other com- 
ponents and in allocating a machine’s use between manufacturing and dis- 
tribution. Such items as watchmen’s clocks,” fire extinguishers,” cranes,” 


64 Dean Chemicals, Inc. v. Dep’t of Rev., P-H State anp Locat Tax Serv. 23,004. 

65 Billfield v. Dep’t of Rev., P-H State anp Locat Tax Serv. 23,003. 

66 Alabama v. Wertheimer Bag, 253 Ala. 124 (1949). The Alabama statute, which ex- 
empts machinery, has raised the question of the proper definition of “machines.” See Ala- 
bama-Georgia Syrup Co. v. State, 253 Ala. 49 (1949) (platform truck which moves prod- 
ucts in process of packing is not a machine); Calumet and Hecla Consolidated Copper 
Co. v. State of Alabama, 11 Ata. Law. 444 (1950). 

87 See cases cited, P-H State anv Loca Tax Serv. 21,159; Johnson, supra note 54. 

68 Huron Fish Co. v. Glander, 146 Ohio St. 631 (1946). 

69 Fyr-Fyter Co. v. Glander, and Hanna Coal Co. v. Glander, 150 Ohio St. 118 (1948). 

70 Jackson Iron and Steel Co. v. Glander, 154 Ohio St. 369 (1950). 

71 The statute specifically exempts sales of tangible personal property if the purpose is 
“to use or consume .. . the thing transferred directly in the production of tangible per- 
sonal property for sale by . . . manufacturing.” See note 54 supra. 

72 Tax Bull. No. 83, P-H State anp Loca Tax Serv. {21,159.36 (held taxable regard- 
less of location in the plant). 

73 Tax Bull. No. 83, P-H State anp Loca TAx Serv. {21,159.23 (held taxable regard- 
less of location). 

74 Tri-State Asphalt Corp. v. Glander, 152 Ohio St. 497 (1950) ; Mead Corp. v. Glander, 
153 Ohio St. 539 (1950). 
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fork lifts,"° heating equipment,” refrigeration equipment,’ and scales ** 
have been subjected to close scrutiny to determine whether they are used 
“directly” in manufacturing. 

That the used-in-manufacture test has resulted in extensive litigation 
and rulings which have caused much confusion should not obscure the fact 
that it does succeed in exempting purchases of most heavy machinery, tools, 
and equipment which would be taxed under either the component-part or 
dissipated-in-manufacture tests. The judicial and administrative decisions, 
although cumbersome and extensive, have operated only in the compara- 
tively narrow area where the states have attempted to limit the exemption. 
Basically, the used-in-manufacture exemption is a broad one and prevents 
to a considerable extent the pyramiding effect of retail sales taxes in the 
manufacturing process. 


Property Usep 1n DISTRIBUTION 


Beyond the manufacturing process in the field of distribution, there is 
general unanimity among the states in regard to the proper scope of the re- 
sale exemption.*® Wholesalers are entitled to an exemption only on the pur- 
chase of the material which they resell to retailers ; retailers in turn receive 
an exemption only on those items which they resell to the public. To the 
extent that manufacturers or wholesalers sell to the public, they too must 
collect the retail sales tax. 

Occasionally, distributors have sought to come within some of the ex- 
emptions established for manufacturers. In Michigan, for example, it was 
argued that an ice-making machine sold to a restaurant was to be used for 
“industrial processing.” It was held, however, that the retailer did not sell 
ice and therefore the machine was not used in processing material for later 
sale.*° Generally, wholesalers and retailers, unlike manufacturers, appear 


75 International Derrick and Equipment Co. v. Glander, P-H Strate anp Locat Tax 
Serv. §21,159.53 (held exempt where 65 per cent used in production). 

76 Letter of Tax Commissioner, P-H State anp Locat Tax Serv. [21,159.14 (held 
taxable if used to heat the plant; exempt if used in direct heating of the manufactured 
product). 

77 Merchants Cold Storage Co. v. Glander, 150 Ohio St. 524 (1948) (exempt if used 
to manufacture ice; taxable if used for general cooling purposes). 

78 Tax Bull. No. 80, P-H Strate anp Locat Tax Serv. {21,159.26 (exemption depends 
on location in plant). 

79 Most states are silent on this subject, but taxation results because sales to wholesalers 
and retailers do not fall within either the resale or manufacturing exemptions, with the ex- 
ception, of course, of the merchandise they actually resell. Some states, however, approach 
the problem more directly. See Ind. Gross Income Tax Reg. §1500, P-H State anp Loca 
Tax Serv. [21,518 (sale of equipment to retailers held a retail sale) ; N.D. Sales Tax Reg., 
Rule 13, P-H State anp Loca Tax Serv. {21,522 (taxing retail stores for material not 
actually resold to customers). 

80 Ajax Michigan Corp. v. Dep’t of Rev., P-H Strate anp Locat Tax Serv. {23,555. 
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to accept without question the present rule which exempts only material 
which is actually resold in the regular course of business. 

When one considers the varying treatment accorded manufacturing 
equipment, it is surprising that such uniformity has been achieved in the 
sales tax treatment of distributors. Why has not the extension of the man- 
ufacturers’ exemption to items other than ingredients been accompanied 
by a corresponding effort on the part of wholesalers and retailers to exempt 
the purchase of items like loading trucks, shelves, racks, lifts, bins, ete. ? 
Two explanations are suggested. A wholesaler or retailer can easily distin- 
guish between the items he purchases for resale and other items he buys. 
In manufacturing, on the other hand, this distinction is difficult. For ex- 
ample, a product may be completely destroyed in the manufacturing proc- 
ess ; and it is often difficult to distinguish the destroyed item from the ma- 
terial which remains as a physical component. Both have been expended as 
an element of cost. This effect has led to the abandonment of the compo- 
nent-part test in favor of the broader exemptions discussed supra. In the 
distribution field, however, the absence of a similar problem has reinforced 
the component-part rule. As applied to wholesalers and retailers, the com- 
ponent-part rule exempts only the items actually traded and taxes every- 
thing else. With the exception of containers and wrappings, which form 
a subject in themselves,” this is the general rule for distributors. 

A second reason why little effort has been made to broaden the resale ex- 
emption for wholesalers and retailers is the view that the selling price of a 
distributor is governed primarily by the cost of the product he sells rather 
than by the cost of the other items he may buy. Thus, even in states which 
allow an exemption for items used in manufacturing, there is generally a 
rigid denial of this exemption for items used in distribution.*” These costs, 
it is felt, are not an important component of the retail price as is, for exam- 
ple, the cost of the ingredients or the cost of the machine which did the 
fabricating. In this view the selling prices of most distributors are based 
on traditional mark-ups. This practice has become so embedded in our 
price structure, that the cost of such items as shelving, trucks, lifts, etc. is 
not considered a material factor in the resale price. The imposition of a 
sales tax on these purchases by wholesalers and retailers, therefore, is not 
reflected in the selling prices. 

Neither of these arguments, however, is sufficient justification for dif- 


81 See Wahrhaftig, supra note 1, at 546. See P—H State anp Locat Tax Serv. ALL 
States Unit 992,556. 

82 The Mississippi and Alabama sales taxes and the Iowa use tax, which exempt manu- 
facturing equipment, extend no corresponding exemption for distribution equipment. See, 
e.g., People’s Gas and Electric Co. v. State Tax Comm., 238 Iowa 1369 (1947) (use tax 
exemption for equipment used in manufacturing does not extend to equipment used in dis- 
tribution). 
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ferentiating between manufacturers and wholesalers and retailers in sales 
tax treatment. Many states now recognize that whether an item is a com- 
ponent part of a manufactured product, or is immediately destroyed in pro- 
duction, or merely wears out over many years, is quite irrelevant to the 
question whether its cost is reflected in the selling price of the finished 
product. If many states have discarded the component-part test for manu- 
facturers and recognize the importance of machines and equipment in the 
cost of manufacture, why should this same principle not be extended to the 
level of distribution ? 

Similarly, to assume that selling prices are the result only of percentage 
mark-ups is faulty reasoning. Mark-ups have been accepted in particular 
industries because experience has demonstrated the necessity of adding a 
certain percentage of profit in order to determine selling price. Put this 
percentage is based on certain costs of doing business, among which is the 
cost of various items of tangible personal property that are required by the 
distributor or retailer. Items like television sets or other heavy appliances, 
which require less shelving and trucking per dollar of sale, will be handled 
on a lower mark-up than nuts and bolts where the packaging and shelving 
costs are relatively high. The advertising claims of firms who offer lower 
prices as a result of the elimination of elaborate showrooms and trappings 
are testimony to the effect that the cost of tangible personal property has 
on retail selling price. Any sales tax imposed on the purchase of these items 
by distributors and retailers must, in the long run, become part of the final 
cost to the consumer. If the purpose of the resale exemption is to eliminate 
this form of hidden, built-in taxation, there is no economic justification for 
the prevalent tax pattern which taxes wholesalers and retailers for practi- 
cally all purchases except the merchandise they actually resell. 

Ohio and West Virginia are the only states that have taken significant 
steps toward exempting certain purchases of distributors. In Ohio the defi- 
nition of a retail sale does not include sales to retailers of material which is 
to be used “directly in making retail sales.” ** The interpretation of this 
clause, however, has led to a confused situation similar to that existing in 
the interpretation of the broad manufacturing exemption. A narrowing 
regulation confined the exemption only to “show cases, equipment and 
shelves used to display merchandise for sale, store furniture and fixtures, 
supplies and equipment used in consummating retail sales, and refrigerat- 
ing equipment used to preserve perishable merchandise for sale.” ** This 
restrictive rule has resulted in a myriad of cases on the subject. Adding 
machines, waitresses’ uniforms, advertising mats, envelopes, washroom 
equipment, trucks, indeed practically all items a retailer purchases, have 
been examined to ascertain whether they are used “directly” in making a re- 


83 Onto Gen. Cope §5546-1 (Page’s 1952 Supp.). 
84 Ohio Retail Sales Tax, Rule No. 43, P-H State anp Loca Tax Serv. 21,263. 
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tail sale.*° Despite the strong economic arguments in favor of a broad ex- 
emption to distributors, the Ohio experience indicates the dangers of at- 
tempting a half-way solution. 

West Virginia, on the other hand, seems to have avoided uncertainty by 
exempting sales of property “used directly in the operation of a store . . . 
or any other place of business engaged in selling tangible personal prop- 
erty . . . upon which a consumer sales tax is being collected.” *° The logic 
of this provision, however, has not been extended to wholesalers ; the same 
regulation which exempts sales to retailers specifically taxes sales to distrib- 
utors and wholesalers.** The inconsistency of this position is more appar- 
ent when it is realized that West Virginia now exempts practically all sales 
to manufacturers.** There is little justification for taxing the middleman 
but exempting his suppliers and his customers. 


CONCLUSION 


It is perhaps easier to criticize than to correct the present pattern of re- 
tail sales taxation when applied to the manufacture and distribution of per- 
sonal property. True, the need for revenue often results in unfair and bur- 
densome tax programs, but the fact that money is raised thereby should not 
blind us to its defects. The glaring fault in our present sales tax structure 
is its failure to operate as a true retail tax. Sales taxes should be direct 
levies, imposed at the final point of consumption. At the present time the 
price of every product in every sales tax state purchased at retail consists 
of sales taxes that have been paid in part by manufacturers, in part by dis- 
tributors, and in part by retailers. Moreover, the final retail price repre- 
sents percentage mark-ups reflecting the sales taxes paid as the product 
passes along the channels of distribution. The wiser course for the states 
and cities would be to raise needed revenue by means of net income or real 
estate taxes rather than through pyramiding sales taxes which burden the 
consumer with a far heavier tax load than is revealed by the sales tax he 
pays when he buys the product at retail. 

Most existing sales tax statutes seek to solve the problem in the same 
way. They assume all sales are taxable and then seek to carve out the area 
of sales which should be exempt. The typical statute will define a retail 
sale as “all sales other than. . . .” *° This has resulted in completely inade- 
quate exemption for sales to businesses. And if the statute does succeed in 


85 Td, 21,153. 

86 W.Va. Consumers’ Sales, Service and Use Tax Rul. and Reg., 2 to 12, inclusive, P-H 
STATE AND Locat Tax Serv. 21,817; W.Va. Attorney-General Rul. No. 37, id. 21,891. 

87 Ibid. 

88 See note 55 supra. 

89 E.g., On10 Gen. Cope §5546-1 (Page’s 1952 Supp.) (defines retail sales as “all sales 
excepting. .... ”); N.Y. Crry Apmrn. Cope tit. N, c. 41, §N41-1 (defines retail sales as 
“a sale of tangible personal property to any person for any purpose other than... .”), 
P-H Srate anv Locar Tax Serv. 183,407. 
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framing a satisfactory exemption, as in Michigan or Ohio, the courts and 
administrators narrow its application to the point where its meaning be- 
comes the subject of prolonged litigation. 

It is suggested that the states start their solution from the other direc- 
tion, making it clear that no sale to a business shall be considered a retail 
sale. This would eliminate the distinction between “direct” and “indirect” 
use in manufacturing, between “immediate” and “not-so-immediate” dissi- 
pation in the process of manufacture, between manufacturing and admin- 
istration, and between manufacturing and distribution. It is submitted that 
none of these distinctions have economic validity viewed in the light of the 
economic objective of retail sales taxation and the resale exemption.” In 
agriculture all sales to farmers for agricultural purposes should be exempt. 
Purchases for home use would, of course, be subject to the retail sales tax. 

The usual objection raised to the above proposal, apart from the possible 
loss of revenue, is that it would favor businesses at the expense of the indi- 
vidual taxpayer.** Why should an individual pay a sales tax on an automo- 
bile, it is argued, while a business is exempt? If the car is actually used for 
business purposes, however, this situation is similar to that which exists in 
the federal income tax structure where only a business is permitted to de- 
duct the operating costs of a business vehicle. Furthermore, the present re- 
tail tax system discriminates against individuals to a far greater extent 
than is commonly realized. The various sales taxes that manufacturing, 
wholesale, and retail businesses must pay are passed along to the consumer 
as part of the selling price of the finished product. A retail tax structure 
which would eliminate these hidden taxes might well result in a greater 
portion of the revenue load being shifted to net income taxes or higher real 
estate taxes. Thus, a revision of our state and local sales tax systems along 
the lines suggested might well relieve the consumer of a large hidden tax 
burden. 

Of course, for purposes of administrative convenience and considera- 
tions of equity, certain purchases by businesses might be specifically sub- 
jected to retail sales taxation. Included in this category might be office sup- 
plies and automobiles, if the legislature feels that business might abuse the 
tax-free status of auto purchases. Other items could be added. A statute 
specifically taxing the sale of certain products, however, is far easier to un- 
derstand and administer than the present statutes which tax everything and 
then set up vague categories, such as property “used in manufacture” or 
“immediately dissipated” in production, for exemption. The time is long 
overdue when retail sales taxes were made to apply only at the retail level. 


90 The suggestion that businesses be exempt from sales taxation would not apply to busi- 
nesses performing services. Since sales taxes apply generally only to sales of tangible per- 
sonal property, there is no danger of double taxation if a business which performs a tax- 
free service is forced to pay a sales tax on the personal property which it purchases. 

91 See Due, supra note 1. 
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Gross Income In The Personal Holding 
Company 


FRANK H. LEVINE 


(— are two distinct statutory requirements—gross income and stock 
ownership—each of which must be satisfied before personal holding com- 
pany liability may be imposed upon a corporation.* This paper will be con- 
fined to the first mentioned requirement, which provides that at least 80 per 
cent of the gross income of the corporation be personal holding company 
income as defined in section 502.* Some of the other Code provisions * in 
which liability is likewise predicated upon gross income will not be enumer- 
ated here. Since the test revolves around gross income, the effect upon net 
taxable income, which is the usual subject of tax controversy, becomes im- 
material, and the proper classification of revenues and disbursements in de- 
termining gross income assumes major significance. Whether certain re- 
ceipts for tax purposes become gross income or acquire a neutral character 
is the subject-matter of the first section of this article. 


Gross INCOME VERSUS REIMBURSEMENT 


Although “gross income is not synonymous with gross receipts,” * the 
distinction is sometimes difficult to perceive. This troublesome problem is 


Frank H. Levine (LL.B., New York University School of Law, 1949) is a member of 
the New York Bar, associated with Arthur Young & Co. 

1LR.C. §501(a)(1) (gross income requirement); §50i(a)(2) (stock ownership re- 
quirement). See §502 for a definition of personal holding company income and §503 for 
additional data concerning stock ownership. No consideration is given to the provisions of 
§502(h) dealing with mineral, oil, and gas royalties, an illustration of which appears in 
I.T. 3195, 1938-1 Cum. Butt. 210. 

2T.R.C. §501(a) (1) provides that the 80 per cent test is reduced to 70 per cent where 
taxpayer was a personal holding company during the preceding taxable year or “until the 
expiration of three consecutive taxable years in each of which less than 70 per centum of 
the gross income is personal holding company income.” See section 542(a)(1) of H.R. 
8300, 83d Cong., 2d Sess. (1954), currently pending before the Senate Finance Committee. 

3 These are: I.R.C. §25(b) (1) (D) (dependency credit) ; §51(a) (duty to file individual 
return) ; §107(d) (back pay allocable to prior years); §114(b)(3) (percentage deple- 
tion) ; §162(a) (charitable contributions by trust); §251(a) (income within the United 
States) ; and §275(c) (five year statute of limitations,. See section 6501(e) of H.R. 8300, 
note 2 supra. 

4 Reg. 118, Sec. 39.501-2; Southern Pacific Co. v. Lowe, 247 U.S. 330 (1918) ; Wood- 
side Acres, Inc., 46 B.T.A. 1124 (1942), aff’d, 134 F.2d 793 (2d Cir. 1943) ; Garrett Hold- 
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present in the cases discussed infra, where the courts are called upon to clas- 
sify certain receipts as being either “gross income” or “reimbursement.” 
Within the limitations to be anticipated from broad categories, may these 
terms be considered mutually exclusive? Gross income is defined in section 
22(a). Webster describes “reimbursement” as “a refunding; a paying 
back ; a restoration ; an indemnification, as for one’s losses.” 

It would appear at first blush that the catchall clause of section 22(a), 
“gains or profits and income derived from any source whatever,” cannot 
reasonably be construed to include reimbursements. Yet certain provisions 
of the Code and Regulations point to a contrary conclusion. Code section 
22(n)(2) and (3) and section 39.23(a)-2(b) and (c) of Regulations 
118 provide that reimbursed expenses received by an employee from his 
employer are additions to gross income when received and deductions from 
gross income when paid. These sections are limited to employer-employee 
relationships and provide an administratively practicable device for furn- 
ishing the Commissioner with important data concerning a large class of 
taxpayers which he would not otherwise normally obtain. It therefore ap- 
pears reasonable to conclude that though reimbursements of this nature 
are technically includible in gross income, they may be considered a purely 
statutory exception to the general goal herein of creating a broad line of 
demarcation between gross income and reimbursement. 

Then, too, medical expense claimed as a section 23(x) deduction in one 
tax period for which reimbursement is realized in a subsequent period is to 
be treated as gross income in the year of receipt. Similar disposition is to 
be accorded receipts in a subsequent year of previously written-off bad 
debts and war losses.° Should the recovery of medical expenses, bad debts, 
or war losses be realized in the same tax period, no claim would lie that 
such receipts are gross income, since the relevant statutory and administra- 
tive provisions by their terms apply only in the event of realization in other 
than the year of deduction. It follows that only the intervention of a new 
tax period gives rise to gross income.® This category too is of limited ap- 


ing Co., 9 T.C. 1029 (1947) ; Mim. 2915, 1922-1 Cum. Butt. (Part I) 233, reads in part 
as follows: “Gross income does not necessarily mean gross receipts. A merchant or a 
trader, for instance, in computing statutory gross income should deduct therefrom the cost 
of goods sold in accordance with Schedule B of Form 1040. For example, a merchant may 
have gross receipts amounting to $10,000 but the cost of goods sold amounts to $7,000. ... 
The statutory gross income would be $3,000.” (emphasis added) (It was undoubtedly in- 
tended that “therefrom” relate to “gross receipts” and not to “statutory gross income.”) 

5 Reg. 118, Sec. 39.23(x)-1 (medical expenses); Reg. 118, Sec. 39.23(k)-1(c) (bad 
debts); I.R.C. §127(c) (war losses). The term “Regulations 118” will not be repeated 
in the text and is to be understood where the prefix “39.” appears before a section desig- 
nation. 

6 See Burnet v. Sanford & Brooks Company, 282 U.S. 359 (1931). But cf. Arrowsmith 
v. Comm’r, 344 U.S. 6 (1952). 
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plication and should present no bar to the treatment of gross income and 
reimbursement as mutually exclusive concepts. 

All doubt as to the propriety of this distinction is eliminated by an ex- 
amination of the relevant judicial determinations. In one case, Henry F. 
Cochrane,’ apparently a cash basis taxpayer, in his capacity as an attorney, 
made several expenditures amounting to approximately $5,000 on behalf of 
a client without a formal agreement for reimbursement, although presum- 
ably this was understood. He claimed the $5,000 as a deduction in 1923, 
the year of disbursement. Having completed his services in the following 
year, he billed and received payment in the sum of $10,000, which he re- 
ported as income in 1924. Finding that Cochrane had erroneously reported 
both items, the Board of Tax Appeals determined (a) that the $5,000 ex- 
penditure in 1923 was not a proper deduction because it was intended to 
be recovered and was not therefore a necessary business expense, and (b) 
that the $10,000 receipt in 1924 was composed of a $5,000 reimbursement 
(of the expenditure in 1923) with no tax consequences and $5,000 of gross 
income. 

In another action, Glendinning, McLeish & Co., Inc.,* taxpayer, pursu- 
ant to a contract which was related to its primary business activity, made 
expenditures on behalf of a second company with an understanding that 
restitution would be effected by a third company. No repayment was re- 
ceived during the period under review. In each year the taxpayer claimed 
its payments as business expenses. The trial court held the deductions im- 
proper because the taxpayer was entitled to reimbursement, adding : ° 
It is well settled by the decisions of this Board that, where the taxpayer makes 
expenditures under an agreement that he will be reimbursed therefor, such ex- 
penditures are in the nature of loans or advancements and are not deductible as 
business expenses. 


Other decisions and a recent I. T.*° unqualifiedly support this view. 

The Supreme Court considered the problem in Burnet v. Sanford & 
Brooks Company," where losses of $176,271.88 were sustained from 1913 
through 1916. Recovery of this precise amount plus interest in a separate 


723 B.T.A. 202 (1931). 

824 B.T.A. 518 (1931), aff’d, 61 F.2d 950 (2d Cir. 1932). 

9 Td. at 523. 

10 Island Petroleum Co. v. Comm’r, 57 F.2d 992 (4th Cir. 1932), cert. denied, 287 U.S. 
646 (1932) ; George F. Baker, Jr., Executor, 28 B.T.A. 704 (1933), aff’d, 80 F.2d 813 (2d 
Cir. 1936) ; George M. Cohan, 11 B.T.A. 743 (1928), aff'd on this point, 39 F.2d 540 (2d 
Cir. 1930) ; H. R. MacMillan, 14 B.T.A. 1367 (1929), appeal dismissed, 67 F.2d 1003 (9th 
Cir. 1934) ; Chas. M. Howell, Adm’r, et al, 21 B.T.A. 757 (1930), appeal dismissed, 59 
F.2d 1053 (8th Cir. 1932) ; Boston Elevated Railway Co., 37 B.T.A. 494 (1938), remanded, 
Ist Cir. 1939; Est. of William F. Markham, et al, 2 TCM 244 (1943) ; I.T. 4068, 1952-1 
Cum. BuL. 7. 

11 282 U.S. 359, 363-64 (1931). 








456 TAX LAW REVIEW [ Vol. 9: 


suit for damages was realized in 1920. The Supreme Court held that the 
receipt was not, as taxpayer maintained, a reimbursement in 1920 but was 
gross income in that year. The Court explained : * 

While it equalled, and in a loose sense was a return of, expenditures made in 
performing the contract, still, as the Board of Tax Appeals found, the expen- 


ditures were made in defraying the expenses incurred in the prosecution of the 
work under the contract, for the purpose of earning profits. 


Although this case is normally cited in connection with section 41 contro- 
versies, its relevance to the reimbursement problem is significant; yet it is 
clearly distinguishable from the holdings above discussed because no right 
to reimbursement, as such, was present at the time the expenditures (or 
losses) were incurred. 

The foregoing non-personal holding company cases stand for the propo- 
sition that disbursements which would otherwise be proper deductions from 
gross income (or deductions from gross receipts in arriving at gross in- 
come) are not allowable as deductions, provided a right to reimbursement 
at the time of expenditure is present, whether or not (1) such right is ex- 
ercised; (2) reimbursement is received in the present or a subsequent tax 
period, if at all; (3) taxpayer is on a cash or accrual basis; and (4) ex- 
penditures when made were in connection with, and were a benefit to, its 
regular business activity. It follows that regardless of when received, such 
amounts (termed advancements, loans, etc. by the courts) are not income 
at any time. In the event the right to recovery of an expenditure of this 
nature proves to be uncollectible and is charged off as a bad debt, a subse- 
quent realization of this sum would be gross income, not because the receipt 
is a reimbursement but rather for the reason that it is the recovery of a pre- 
viously claimed bad debt. With this general background, consideration will 
now be given to the reimbursement issue in connection with the personal 
holding company. 

Several interesting personal holding decisions turned upon the classifica- 
tion of certain receipts as either gross income or reimbursement. In The 
Andrew Jergens Company and Kresge Department Stores, Inc.** a parent 
corporation had substantial revenues of an undisputed personal holding 
company character and also rendered services to its subsidiaries for which 
reasonable compensation was obtained. When the compensation is meas- 
ured by, and is precisely equal to, the costs incurred by the parent, the ques- 
tion arises whether the receipt by the parent for the services to its subsidi- 
aries is gross income or reimbursement. If the court determines that the 


12 Id. at 363-64. 

18 40 B.T.A. 868 (1939). 

14 44 B.T.A. 1210 (1941), rev'd, 134 F.2d 76 (2d Cir. 1943), cert. denied, 319 U.S. 761, 
(1943). 
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receipt is the former, the non-personal holding company gross income ex- 
ceeds 20 per cent of the total gross income, thereby excluding any portion 
of the parent’s income from the personal holding surtax. On the other 
hand, a contrary holding subjects all of its net taxable income (after cer- 
tain statutory allowances and credits) to the surtax of 75 per cent and 85 
per cent.” 

The Jergens case involved a potential personal holding tax of $435,000. 
The taxpayer-parent corporation entered into contracts with its two wholly- 
owned subsidiaries, one a selling and the other a manufacturing corpora- 
tion, whereby the parent agreed to furnish the use of part of its plant and 
other facilities and also to render other miscellaneous services to each of its 
subsidiaries, who in turn agreed to pay the parent its proportionate share 
of the parent’s overhead expense, including depreciation, property taxes, 
maintenance, etc. On the books of the parent the charges to the subsidiaries 
($242,000) were treated as receivables from the latter, and the credit was 
recorded to the respective expense accounts of the parent so that no part of 
the charges was entered in an income account. Thereafter, when counsel 
informed the parent of its potential personal holding company liability, ad- 
justments were made to set up the charges as income. The Court held the 
$242,000 to be gross income and observed : *° 


It is clear, however, that the contracts were entered into for business purposes 
and for profit in a broad sense, even though the petitioner may have expected 
no direct profit from the contracts themselves. . . . They were either wholly, 
or partly, rent, and if not entirely rent, they were expenses paid out as compen- 
sation for services rendered by the petitioner. 


Shortly thereafter, the Kresge case came before the same Court with a 
similar fact-pattern and an identical issue. The taxpayer-parent corpora- 
tion opened a buying office in New York City for the sole purpose of ren- 
dering buying and related services for four large department stores, each 
of which was a separate corporate entity. One was a wholly-owned subsidi- 
ary; in another the taxpayer had a substantial investment; in the third it 
had no present interest but had previously owned stock therein ; and in the 
fourth it had no interest at any time. The last mentioned store paid tax- 
payer $100 monthly for its services, which sum was applied to reduce the 
latter’s costs. The remaining buying costs, including rent, salaries of buy- 
ers, etc., were equitably (based on volume of sales during the prior year) 
apportioned among the other three stores. As a result, the receipts from 


15 The rather complicated provisions of I.R.C. §§504-506 prescribe the method by which 
the surtax is to be computed. 

16 Note 13 supra, at 873-75. It should be noted that the tax year involved was 1935, at 
which time the applicable Code provision, Sec. 351(b) of the Revenue Act of 1934, con- 
tained no section comparable to the present section 501(g). 
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the buying and related services were precisely equal to the cost. The Board 
of Tax Appeals found as a fact that the operation of the buying office was 
beneficial to the stores and in this respect increased the value of the parent’s 
equity therein. Citing the Jergens case, the Board held the receipts to be 
gross income. The Circuit Court, however, reversed, distinguishing the 
Jergens case on the ground that the trial court there had found that “serv- 
ices” were rendered. The Circuit Court concluded : ** 


The essence of the matter is that taxpayer was a mere conduit through which 
the participating stores purchased their merchandise at reduced rates. And a 
corporation cannot lift itself out of the class of personal holding company sim- 
ply by causing nonpersonal holding company income to flow through its treas- 
ury, thereby increasing the amount of its gross income. 


A similar issue was before the Court in W. A. Bechtel Co.,"* tried after 
the Jergens case but before the Kresge case. The taxpayer received the 
bulk of its income by way of dividends and was also involved in the con- 
struction business in connection with which it contracted to remove a pipe 
line for $134,000. Bechtel engaged a sub-contractor who performed all of 
the work in connection with the contract for $123,500. An additional pay- 
ment of $11,500 was made to a third party for a total contract cost of 
$135,000. On its return, taxpayer reported $134,000 as gross income and 
claimed as a deduction from gross income the sum of $135,000. If this 
classification were correct, its personal holding income would not be 80 per 
cent of its gross income and no liability for personal holding surtax would 
exist ; otherwise such liability would be present. The Court did not cite the 
Jergens case but held for the taxpayer, finding that the contract was entered 
into for profit in the ordinary course of its business. 

Disputed liability as a personal holding company was likewise at issue in 
General Management Corp.*® By the terms of a contract between tax- 
payer-corporation and a “Syndicate,” the former was to provide services 
of an accounting nature for which the Syndicate was to be charged 76 per 
cent of the actual expenses incurred, the inference being that the remaining 
24 per cent was equitably and ratably applicable to the operation of peti- 
tioner’s own business. From the facts it appears that no element of profit 
was contemplated in the determination of the 76 per cent charge. Although 
this was not the principal personal holding issue before the Court, no per- 
sonal holding surtax would be imposed if the receipt of the moneys repre- 


17 Note 14 supra, at 78. 

18 42 B.T.A. 927 (1940). 

19 46 B.T.A. 738 (1942), aff'd on another issue, 135 F.2d 882 (7th Cir. 1943), cert. de- 
nied, 320 U.S. 757 (1943), 
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sented by the 76 per cent of the actual expense incurred was gross income. 
The Court found for the Commissioner, stating : *° 


. . . petitioner did not stand to gain, directly or indirectly, from the arrange- 
ment. . . . Mere advances partake of the nature of loans and the amounts re- 
ceived in reimbursement therefor are not includible in gross income. 


This decision came after the Jergens and Kresge cases had been decided in 
favor of the petitioner by the Board of Tax Appeals (but before the Kresge 
decision was reversed in the Third Circuit Court), the Court distinguish- 
ing these two cases on the ground that disbursements there were for serv- 
ices rendered although based upon an allocation of expenses. The taxpayer 
apparently did not see fit to raise this issue upon appeal, so that it was not 
discussed in the review before the Third Circuit Court. 

The most recent personal holding litigation in this area, Westover Co. v. 
Smyth,” involved a corporation whose 1945 California franchise tax of 
$18,000 was properly accrued for federal tax purposes for 1946. Pursuant 
to a contract of sale effected in 1945, whereby the vendee assumed all lia- 
bilities of the taxpayer-vendor incurred subsequent thereto, the latter re- 
ceived reimbursement in 1946 of said $18,000 for its payment in that year 
of the California tax. On its 1946 return the taxpayer recorded the receipt 
as gross income and its disbursement as a section 23 deduction from gross 
income. Counsel chose to litigate in the District Court where the Court saw 
fit to approve this treatment, thereby permitting the taxpayer to escape clas- 
sification as a personal holding company. In its opinion the Court desig- 
nated the receipt a reimbursement but did not mention a single case of a 
personal holding or other nature relating to the reimbursement problem. 
Needless to say, the authority of this decision is decidedly limited. 

Would a court considering on the same day the personal holding cases 
discussed supra—Jergens, Kresge, Bechtel, General Management, and 
Westover—arrive at the results reached in the actual controversies? The 
answer is undoubtedly in the negative. Certain general principles, never- 
theless, may be drawn from the opinions. Although its weight as evidence 
is not to be disregarded, the fact that the income is exactly or approxi- 
mately equal to the related expenditure does not per se raise the presump- 
tion that the receipts are reimbursements. (Normally, such a finding of 
fact is a fundamental prerequisite to an allegation of reimbursement.) Any 
other approach, in addition to its other obvious limitations, would raise 
havoc with arrangements tied into cost, such as “cost plus” contracts. The 
personal holding cases cited herein, as well as the Sanford & Brooks case,” 


20 Jd. at 748. 
2199 F.Supp. 488 (D.C. Cal. 1951). 
22 Note 11 supra. 
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are consistent in this respect : that compensation for services measured by 
expenditures does not of itself establish the revenue as a reimbursement. 
The one personal holding action on this point beyond the trial court was 
the Kresge case, in which the appellate court found a reimbursement, but 
in doing so it did not rely upon the fact that income and related expendi- 
tures were equal. 

In each of the personal holding actions discussed supra where the result 
was favorable to petitioner (except the Westover case in which it was not 
discussed ), the Court made an affirmative finding that the transaction in- 
volving the reimbursement was in connection with a bona fide business pur- 
pose and, moreover, that it had a profit motive. On the other hand, in the 
Kresge case the Third Circuit Court emphasized the finding of the Board 
that taxpayer was not a merchandising concern, and further, that it was 
not in the business of performing services for compensation. Although the 
Court did not directly conclude that no business purpose was served (the 
Board apparently found to the contrary),** this appears to be the primary 
ground upon which it rested for reversal. Excluding the Westover case, 
reliance upon this indirect implication of lack of bona fide business purpose 
is the sole basis for possible reconciliation of the cases. It seems reasonable 
to conclude that although the courts have repeatedly denied the applicability 
of the element of intent to establish personal holding status,”* this subjec- 
tive factor must be considered with a view toward the existence of a valid 
business purpose when receipts from a non-personal holding company ac- 
tivity are approximately equal to related expenditures. 

In spite of the Jergens and Bechtel cases, the leading case in this area is 
the Kresge case, and it remains a prodigious hurdle for a corporation, other- 
wise liable for personal holding surtax, to surmount in attempting to avoid 
such liability by establishing that certain receipts are gross income, where 
(1) the source of this revenue is a relatively new undertaking or is not a 
regular or related operation of its normal business, (2) such receipts are 
approximately equivalent to the related disbursements, and (3) the proba- 
bility of direct, immediate profit from the activities giving rise to the re- 
ceipts is somewhat remote or difficult to spell out. Yet it may be significant 


23 Note 14 supra, at 1212. The Board of Tax Appeals observed: “The purpose of the 
operation of the New York buying office was to make possible through mass buying the 
more profitable operation of the department stores in which petitioner held a stock interest 
and by increasing the profits of such stores to increase petitioner’s dividend income and also 
the income which it might derive in case it sold stocks which it owned in those stores.” 

24 Girard Investment Co. v. Comm’r, 122 F.2d 843 (3d Cir. 1941), cert. denied, 314 U.S. 
699 (1942) ; Cedarburg Canning Co. v. Comm’r, 149 F.2d 526 (7th Cir. 1945) ; American 
Package Corp. v. Comm’r, 125 F.2d 413 (4th Cir. 1942) ; O’Sullivan Rubber Co. v. Comm’r, 
120 F.2d 845 (2d Cir. 1941) ; Noteman, et al v. Welch, 108 F.2d 206 (1st Cir. 1939) ; H.R. 
Rep. No. 704, 73d Cong., 2d Sess. 12 (1932). 
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to note that a non-acquiescence was never issued in the Jergens or Bechtel 
cases, and further, that in a recent special ruling, elaborated on in another 
portion of this paper, the Service specifically approved of the manner in 
which gross income had been there reported.”* Despite its apparent rele- 
vance, no mention was made in any of the opinions reviewed supra of the 
possibility of classifying disbursements of the nature previously discussed 
as “cost of goods sold,” except for a meager reference to an alternative 
argument urged by the Commissioner in the Kresge action before the 
Board.** Since cost of goods generally plays a significant role in the de- 
termination of gross income, it merits careful study in any personal hold- 
ing problem and is discussed in the following section. 


Cost oF Goops SoLp 


Cost of goods sold is a fundamental tax and accounting concept, yet 
there is considerable difference of authoritative opinion upon its precise de- 
lineation within the legal and accounting professions, in the courts, and 
possibly within the Service itself.*” The term is absent from the Code but 
appears, without definition, in the Regulations, as follows : * 


In the case of a manufacturing, merchandising, or mining business, “gross 
income” means the total sales, less the cost of goods sold. . . . 


Referring to the italicized words, is it the administrative interpretation that 
cost of goods be limited to enterprises making “sales,” thus presumably ex- 
cluding all service and other organizations not trading in tangible prop- 
erty? Is this construction emphasized by the specification of “manufactur- 
ing, merchandising, or mining business” and does this enumeration operate 
to exclude every other type of endeavor? Asacollateral inquiry, what items 


are properly includible within cost of goods sold? Other related sections of 


25 Note 52 infra. 

26 Note 14 supra, at 1214. The Board stated the Commissioner had argued in the alterna- 
tive that the receipts and expenditures in connection with the buying office should be segre- 
gated and that some or all of such expenditures ought to be deducted from the receipts in 
determining the gross income from the buying activities. This argument was dismissed 
without further discussion by the Board and was not referred to in the opinion of the 
Third Circuit Court. 

27 Although the following quotation is not indicative of, nor does it do justice to, the posi- 
tion of the Internal Revenue Service, nevertheless, in Comm’r v. Weisman, 197 F.2d 221, 
224 (1st Cir. 1952), involving a public policy question concerning the deductibility of sums 
paid in excess of O.P.A. price ceilings, the Court said: “The Commissioner argues that 
the distinction between deductions and cost of goods is lacking in significance, is tenuous 
and diminishes tax liability unless the distinction is wiped out or disregarded. We disagree 
with this contention for we believe there is a real distinction between offsets, such as cost 
of goods under section 22 and deductions under section 23.” 

“8 Reg. 118, Sec. 39.22(a)-5; emphasis added. 
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the Regulations define, respectively, gross income and expense of farmers,” 
and explain inventories at cost,*° establishing the elements to be included in 
the inventory of a manufacturer or producer. It is hoped that the follow- 
ing pages will throw some light on these queries and their relationship to 
gross income in the personal holding company. 

The leading personal holding litigation in this area is Woodside Acres, 
Inc.,** in which liability as a personal holding company was undisputed un- 
less receipts from farm operations, without deductions of any kind, consti- 
tuted gross income. Relying upon section 39.22(a)-7 of the Regulations, 
taxpayer reported all revenue from its dairy farm as gross income, without 
reduction for cost of feed, which cost was claimed as a deduction from 
gross income. The Second Circuit Court, in affirming the Board of Tax 
Appeals, found for the Commissioner, holding that for purposes of deter- 
mining liability under the personal holding company provisions, gross in- 
come is gross receipts less cost of feed and, in effect, applying section 39.22 
(a)-5 of the Regulations instead of the section cited by petitioner.** Both 
Courts utilized a novel principle of statutory construction to the effect that 
since the personal holding provisions had been enacted by Congress several 
years subsequent to the adoption of section 39.22(a)-7 by the Internal 
Revenue Service, the latter section could not have been adopted with the 
former in mind. The inadequacy of this reasoning is apparent upon an ex- 
amination of the results of the logical extension of this approach which 
would make inapplicable, at the discretion of the court, many of the then 
existing Regulations to any subsequent Code enactment. 

Admittedly, the Court had the difficulty of circumventing section 39.22 
(a)-7. The author is in agreement with the Court’s conclusion but believes 
it may have been achieved more adroitly. Since that section is a privilege 
available to farmers only, it is reasonable to restrict its availability to in- 
stances where farming is the chief activity of the taxpayer. An interpreta- 
tion of this nature would operate to exclude Woodside Acres, a corporation 
with a huge portfolio, to which the dairy operation was clearly incidental. 
As an additional makeweight argument, the Court might have quoted from 
the Kresge case as follows: ** 

And a corporation cannot lift itself out of the class of personal holding com- 


pany simply by causing nonpersonal holding company income to flow through 
its treasury, thereby increasing the amount of its gross income. 


The Woodside decision was cited and followed in Garrett Holding Co.,™ 
also a personal holding company action relating to farm operations. In liti- 


29 Reg. 118, Secs. 39.22(a)-7 and 39.23(a)-11. 

30 Reg. 118, Sec. 39.22(c)-3. 

31 46 B.T.A. 1124(1942), aff'd, 134 F.2d 793 (2d Cir. 1943). 
82 bid. 

33 Note 14 supra, 134 F.2d 76, 78. 

349 T.C. 1029 (1947). 
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gation involving Code section 275(c), the Tax Court, without referring to 
section 39.22(a)-7 of the Regulations, likewise applied section 39.22(a)- 
5 thereof and required that cost of feed be deducted from gross receipts 
from farming to determine gross income.** On virtually the same facts, 
however, a contrary conclusion was reached in McCulley v. Kelm,** a Dis- 
trict Court action also involving section 275(c). Relying on section 39.22 
(a)-7, the taxpayer included all of his farm income, $51,000, as gross in- 
come. The Commissioner, citing the Woodside Acres and Garrett cases, 
argued that only the net, $15,000 (gross receipts less cost of feed and farm 
labor ), should be included in gross income for purposes of section 275(c). 
The amount omitted from gross income was more than 25 per cent of $15,- 
000 but less than 25 per cent of $51,000. The Court held for the taxpayer, 
asserting that section 39.22(a)-7 by its terms applied and concluded that 
the Woodside Acres and Garrett cases were restricted to personal holding 
company situations. 

Another illustration of the uncertainty of the law in respect to the com- 
putation of gross income from farm activities demonstrates that, for pur- 
poses of determining eligibility as a dependency credit, the Service takes the 
position that in computing the gross income of a farm boy who raises calves 
for sale, the cost of calves, if purchased, must be deducted from sales price 
to arrive at gross income. The cost of feed, however, purchased as food 
for the calves is deductible only from gross income.*’ In terms of sections 
39.22(a)-5 and 39.22(a)-7 of the Regulations, this ruling apparently ap- 
plies the latter section to the cost of feed and the raising of cattle but em- 
ploys the former when the cattle are acquired with a cost or substituted ba- 
sis. 

Although the law cannot be considered as settled in respect of the treat- 
ment of the cost of cattle, feed, and labor, it is quite certain that the poten- 
tial personal holding company, despite the unambiguous language of section 
39.22(a)-7 of the Regulations, must treat these items as elements of cost 
of goods sold in computing gross income from farm operations. No such 
positive assertion may be submitted in a section 275(c) situation, with the 
Tax Court requiring the same treatment of farm costs as that applicable to 
the personal holding company and at least one District Court arriving at a 
contrary conclusion.** Before turning from the farm cases, it should be 
noted that neither the Service nor the courts experienced great difficulty in 
finding section 39.22(a)-5 appropriate, regardless of the limitation therein 
being applicable to “manufacturing, merchandising, or mining business.” 


35 Joe W. Scales, 18 T.C. 1263 (1952), on appeal, 6th Cir. 

36 112 F.Supp. 832 (D.Minn. 1953). 

87 Special ruling, 1952 CCH 6166. 

38 Compare Joe W. Scales, note 35 supra, with McCulley v. Kelm, 112 F.Supp. 832 
(D.Minn. 1953). 
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Another aspect of the cost of goods sold problem may be introduced 
with the observation that a corporation faced with potential liability as a 
personal holding company will invariably endeavor to establish high gross 
income from non-personal holding operations. Generally, a taxpayer seek- 
ing to escape Code section 275(c) will also find it advantageous to show a 
high gross income as its base against which the 25 per cent test is to be ap- 
plied. Considerable litigation under the latter section has been reported; 
the issue here considered, however, is limited to the cost of goods sold as it 
affects gross income. In reviewing cases under section 275(c), several 
courts have enunciated as axiomatic that gross income equals gross receipts 
less cost of goods sold.* It follows that an overstatement of gross receipts 
results in an overstatement of gross income, and as a corollary, that an 
overstatement of cost of goods causes gross income to be understated. This 
latter principle was utilized in numerous Tax Court controversies where 
the five-year statute of limitations was held to apply because petitioner er- 
roneously overstated cost of goods sold.*° This conclusion was likewise 
achieved despite the fact that the erroneous inclusion in cost of goods was 
a proper deduction from gross income. 

Thus, in Owen-Fields Importing Co.,* where taxpayer was a merchan- 
dising concern, $48,000 admittedly was the “gross income stated in the re- 
turn.” Mistakenly included in cost of goods were officers’ commissions of 
$44,000, the bulk of which was properly allowable as a deduction from 
gross income. The Commissioner maintained that true gross income was 
$92,000 ($48,000 plus $44,000), and that the omission, $44,000, was more 
than 25 per cent of the gross income reported in the return. Sustaining the 
Commissioner, the Court said : ** 

Regardless of whether, and to what extent, the commissions may have been 
deductible as a business expense in determining net taxable income, it is unde- 
niable that their inclusion in cost of merchandise held for sale resulted in an 
understatement of, or omission from, gross income in excess of 25 per cent of 
the gross income reported. . . . 

89 Henry J. Carew, 12 TCM 253 (1953); Ray Edenfield, 19 T.C. 13 (1952); Joe W. 
Scales, note 35 supra; Lela Sullenger, 11 T.C. 1076 (1948), appeal dismissed on other 
grounds, 5th Cir. 1950; Mim. 2915, note 4 supra. 

40 Henry J. Carew and Ray Edenfield, both note 39 supra; Ohio Fruit Products Co., 10 
TCM 125 (1951). 

419 TCM 1030 (1950). Contra: Uptegrove Lumber Co., 11 TCM 765 (1952), rev'd, 204 
F.2d 570 (3d Cir. 1953). 

42 Supra note 41, at 1034. The Court also said (at 1031): “In its income tax return for 
1943 the petitioner treated the credit balances in the above mentioned accounts at the close 
of the taxable year, . . . as cost of goods purchased, thereby reducing the gross profit on 
sales by that amount.” (emphasis added) The accounts referred to are the commissions ac- 
crued to the credit of the officers, thus representing a liability. It is obvious that no lia- 
bility can be included as an addition to cost of goods purchased. Presumably, the Court in- 
tended the accounts representing the charges for commission. Contra: Uptegrove Lumber 
Co., note 41 supra. 
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The law thus appeared to be well established in this area until an imagi- 
native attorney in Uptegrove Lumber Co. v. Commissioner ** pursued an 
adverse Tax Court decision in 1952 to the Third Circuit Court. His client 
had a less equitable claim than did the taxpayer in the Owen-Fields case— 
his erroneous inclusion in cost of goods sold was not a proper deduction 
from gross income. The Court, nevertheless, after reviewing all the prior, 
related litigation under section 275(c) and observing that none went be- 
yond the Tax Court, remarked: ‘“The Tax Court has been consistent, but 
we think it has been mistaken,” and held, relying almost exclusively on the 
Committee reports, that “omits from gross income” means “omits from 
his computation of gross income an item or items of taxable gain.” The 
Court obviously placed the emphasis on ‘‘omits” rather than on “gross in- 
come”’ in the all-important clause “omits from gross income.” Carried to 
its logical conclusion, this rather surprising decision holds that for purposes 
of section 275(c) (and presumably for that purpose alone), in considering 
the term “gross income” in the clause “omits from gross income,” no ele- 
ment of cost of goods sold is to be considered. 

Apparently the Tax Court is unwilling to accept this construction of 
“omits from gross income.”’ Faced with a factual pattern squarely in point, 
the Tax Court in a decision handed down in 1954 remarked that though it 
was “not unaware of the decision of the Court of Appeals for the Third 
Circuit in Uptegrove. . .,” it nevertheless refused to follow it.** Whether 
the other circuit courts will uphold the principle of the Uptegrove case or 
will approve the Tax Court view is problematical. The author believes the 
latter approach is more realistic and will be followed in most of the other 
circuits. 

This aspect of cost of goods sold cannot be concluded without reference 
to pending legislation. In the proposed Internal Revenue Code of 1954, re- 
cently approved by the House and currently being considered by the Sen- 
ate, section 6501 (e), the substitute for section 275(c) of the present Code, 
defines gross income for purposes of section 6501(e) as: *** 


. . the total receipts from the sale of goods or services (if such receipts are 
required to be shown on the return) prior to diminution by the cost of such 
sales or services. 


This statutory modification, which proba'iy will be enacted, essentially 
codifies the Uptegrove rule and also eliminates cost of goods sold or other 
costs from the determination of gross income for purposes of this section. 


48 204 F.2d 570 (3d Cir. 1953), reversing 11 TCM 765 (1952). 


44 Estate of J. W. Gibbs, Sr., et al, 21 T.C. No. 55 (1954). But cf. Edward F. Webber, 
et al, 21 T.C. No. 82 (1954). 
44a H.R. 8300, 83d Cong., 2d Sess. (1954). 
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Brief mention will be made of litigation relating to other sections of the 
Code where cost of goods was in controversy. In a section 107(d) action, 
it was held that gross income of a restaurant was gross receipts less cost of 
goods but excluded “other deductions.” *° Is a restaurant considered a mer- 
chandising business under section 39.22(a)-5 of the Regulations? Then, 
too, one group of cases combined cost of goods sold with a public policy 
question. When payments were made in excess of O.P.A. price ceilings 
during World War II, such expenditures were held to be valid deductions, 
if properly includible in cost of goods, but were not allowable as deductions 
from gross income.** Another action considered cost of goods sold in con- 
nection with section 114(b) (3)—percentage depletion based upon gross in- 
come. Certain state and federal taxes there were included in cost of goods 
pursuant to a method of accounting consistently followed by taxpayer, only 
to be disallowed as such although admittedly deductible under section 23.* 
Under a new ruling, if depreciation or depletion rather than taxes, how- 
ever, is at issue, the taxpayer is in a happier position. At his option, depre- 
ciation or depletion based upon cost may be included in cost of goods of a 
merchandising, manufacturing, or mining business.** It should be noted 
that this is permissive and not mandatory and is an effort to bring tax ac- 
counting into greater conformance with accepted principles of cost account- 
ing. 

Although inventory valuation is inseparable from cost of goods sold, its 
consideration is somewhat beyond the scope of this paper. A recent case, 
Frank G. Wikstrom & Sons, Inc.,*° involving a manufacturer of special- 
order machinery, will, however, be discussed. Consistent with his practice 
of many years, the taxpayer included in final inventory only the cost of ma- 
terials and labor. Relying upon the Regulations, the Commissioner success- 
fully maintained that a reasonable portion of an astonishingly wide variety 


45 Estate of R. L. Langer, et al, 16 T.C. 41 (1951), aff’d per curiam on another point, 
194 F.2d 288 (9th Cir. 1952) (neither cost of goods nor other deductions itemized or de- 
fined in opinion). 

46 Comm’r v. Weisman, note 27 supra; Anderson Oldsmobile, Inc. v. Hofferbert, 197 
F.2d 504 (4th Cir. 1952), affirming 102 F.Supp. 902 (D.Md. 1952) ; Comm’r v. Guminski, 
198 F.2d 265 (5th Cir. 1952) ; I.T. 4104, 1952-2 Cum. Butt. 71. 

47 Montreal Mining Co., 2 T.C. 688 (1943), aff'd on this point by stip., 6th Cir. 1944. 

48 Rev. Rul. 141, 1953 Int. Rev. Buty. No, 16 at 5 (1953). 

49 20 T.C. 359 (1953). A portion of the following overhead expenses was allocated to 
closing inventory based upon the number of production hours represented in inventory to 
the total production hours during the year: officers’ salaries, rent, taxes, depreciation, re- 
pairs, light, heat and power, insurance, employees’ welfare, factory stores, indirect factory 
labor, vacation, holiday and bonus pay, freight in, and miscellaneous. The Court observed 
(at 362): “The record fails to show that the method used by the Commissioner does not 
conform as nearly as may be to the best accounting practices in the trade or business.” 
Accord, Garden City Feeder Co., 35 B.T.A. 770 (1937). 
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of indirect expenses had been erroneously omitted from the year-end inven- 
tory, thereby correspondingly understating gross and net income. This re- 
cent decision tends to define section 39.22(c)-3.(c) and specifically illus- 
trates the broad scope of “indirect expenses” includible in inventory of a 
manufacturer or producer. It is submitted that this disposition is in accord- 
ance with accepted basic principles of cost accounting, and further, that the 
application of these accounting principles is not limited to manufacturing, 
merchandising, or mining enterprises but applies generally to all forms of 
business activity, the accounting test being founded essentially on whether 
the costs may reasonably be “tied into” the related income. Obviously, how- 
ever, these accounting principles do not bind the practitioner or the courts. 

Before concluding this section of the paper, it is desired to contrast the 
results arrived at in similar fact-patterns under different provisions of the 
Code. For example, in Ray Edenfield,” an individual, the problem before 
the Court was determining gross income from a construction job for pur- 
poses of Code section 275(c). Total receipts, using round figures, were 
$793,000 and expenditures for labor and material were $775,000, with a 
resulting net profit of $18,000. Was the gross income $793,000 as con- 
tended by taxpayer, or $18,000 as claimed by the Commissioner ? The omit- 
ted gross income was less than 25 per cent of $793,000 but more than 25 
per cent of $18,000. The Tax Court sustained the Commissioner, finding 
that gross income was the difference between gross receipts and cost of la- 
bor and materials. It should be noted that the taxpayer had a forcible argu- 
ment based upon section 39.22(a)-5 of the Regulations—that since his was 
a construction business and thus not properly defined as a manufacturing, 
merchandising, or mining business—it conceivably should not be held to 
have a cost of goods sold and consequently, that its receipts ought not to 
have been reduced by the cost of labor and materials in computing gross in- 
come. 


5019 T.C. 13 (1952). A further argument was available to the taxpayer to support his 
position that he had no “cost of goods sold.” The opinion used “cost of goods sold” and 
“cost of operations” as though the terms were synonymous in every respect for tax pur- 
poses. The latter term does not appear in the Code or Regulations. It is present in Form 
1120 (corporate income tax return), to be used “where inventories are not an income- 
determining factor,” as a deduction from “gross receipts.” This form also provides that 
“cost of goods sold” shall be a deduction from “gross sales,” “where inventories are an in- 
come-determining factor.” Undoubtedly, the Service intends the terms to have the same ef- 
fect upon gross income. Nevertheless, in the absence of any reference to “cost of opera- 
tions” in the Regulations and the specific provision therein for “cost of goods sold,” Eden- 
field might have urged that there is no authority for the deduction of the former from 
gross receipts in determining gross income. It should further be noted that cost of opera- 
tions is not defined in Konter, A Dictionary For AcCcouNTANTS (1952), which contains 
definitions of 2,275 accounting terms, nor in Paton, AccouNTANTS’ HaAnpsook (1943). 
See also, section 6501(e) of H.R. 8300, supra note 2. 
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Is the Edenfield case reconcilable with Bechtel? ** Both had identical con- 
struction operations. The following comparative financial statements, using 
substituted amounts, illustrate how each reported its gross and net income 
on the tax return: 


Bechtel Edenfield 
ED ie ns. 5 924 meee se $150,000 $150,000 
GPO NGI. Ss i ccaboce > auehes 100,000 
Matas MGOME. 6.55.) 66 sa sc ccicctinn $150,000 $50,000 
SRS pee weer Ore e 125,000 25,000 
Net taxable income.............. $25,000 $25,000 


May gross income be $150,000 in the Bechtel case for personal holding 
purposes and $50,000 in the Edenfield case under section 275(c), as the 
cases held? A plausible reconciliation may lie in the language of section 
275(c), which uses the test of “gross income stated in the return.” Al- 
though Edenfield’s return showed cost of labor and materials as deductions 
from gross receipts to arrive at “gross profit,” apparently the Court in that 
case rested on the assumption that for this purpose “gross profit’’ was syn- 
onymous with “gross income stated in the return.” Interestingly enough, 
however, the taxpayer there argued, without success, for the method of 
computation used in the Bechtel case. Conceivably then, if Edenfield had 
reported on his return the materials and labor as deductions from gross in- 
come, possibly a contrary result would have been achieved. The author sub- 
mits, however, that the Bechtel case should not be relied upon with complete 
assurance, believing that there is no fundamental distinction between a man- 
ufacturing, merchandising, or trading business, on the one hand, and a con- 
struction business, on the other. Since labor and materials are deductions 
from gross receipts to determine gross income in the former, it is hazard- 
ous to expect a contrary result in the latter. 

This raises the broader and more significant inquiry as to which treat- 
ment is proper, especially in respect of a personal holding company. May 
there be varying computations of cost of goods and gross income, depend- 
ing upon the applicable section of the Regulations, or will a given fact-pat- 
tern, irrespective of the section, result in a uniform cost of goods and gross 
income? Is the nature of the business significant, that is, shall manu factur- 
ing, merchandising, and mining activities have one cost and any other busi- 
ness on essentially similar facts have a different cost? A valuable article by 


51 W. A. Bechtel Co., 42 B.T.A. 927 (1940). 


l- 
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Bruce H. Greenfield throws some light on these problems, at least in so far 
as the Service is concerned, as is indicated by the following : ** 

In a recent letter ruling holding that the entire revenue derived from the op- 
eration of a theatre constitutes “gross income,” the Bureau took the view that 
the Bechtel and Jergens cases stand for the proposition that gross income of 
corporations other than manufacturing, merchandising or mining companies 
consists of the total revenue derived from the operation and management of 
the business and property of the corporation. 


In effect, in the Bechtel and Jergens cases * gross receipts were successfully 
treated as gross income, neither taxpayer being a manufacturing, merchan- 
dising, or mining company. The ruling adverted to in the quotation is a 
private ruling and apparently asserts that the Service will normally follow 
section 39.22(a)-5 in personal holding situations, having the effect of con- 
sidering cost of goods sold as a deduction from gross receipts only when 
taxpayer is engaged in manufacturing, merchandising, or mining. In the 
Woodside Acres case, however, the Second Circuit Court sustained the 
Commissioner in requiring an investment company to deduct cost of feed 
from its incidental dairy operations in determining gross income.™* Cer- 
tainly the rule apparently subscribed to by the Service is unrealistic and un- 
desirable and should not be followed blindly. Cost of goods should not be 
a concept limited to the types of enterprise enumerated in section 39.22 
(a)-5 but should be of broad, general application. 

Needless to say, many cases have required or permitted undertakings, 
other than those described in section 39.22(a)-5, to utilize cost of goods in 
determining gross income. Whether properly or not, it is also undoubtedly 
true that the overwhelming bulk of business returns filed today, irrespective 
of section 39.22(a)-5 and the nature of its business activities, reduce reve- 
nues by cost of goods sold to arrive at gross income, in accordance with 
sound accounting practices. It is superfluous to observe that no pat treat- 
ment can be recommended. As a practical matter then, it is disturbing to 
observe that cost of goods sold has been tacitly considered an accounting 
rather than a tax problem and has so often been reported on the return pur- 
suant to accounting principles as interpreted by the accountant servicing 
the taxpayer. Conceding the relevant accounting principles to be basically 
sound and tending properly to reflect true book income, it is nevertheless 
vital for the tax practitioner to keep in mind that these principles are not 
necessarily controlling. In view of the absence of precise definition in the 
Code and Regulations and the lack of uniformity in the judicial decisions 


regarding cost of goods sold, the possibility of advantageous treatment, al- 


52 Greenfield, Personal Holding Company Status, 29 Taxes 795, 801 (1951). 
53 Note 51 supra; The Andrew Jergens Company, 40 B.T.A. 868 (1939). 
54 Note 32 supra. 
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though possibly contrary to accepted accounting theory, must not be over- 
looked. Moreover, the disastrous tax consequences that may flow from 
classification of income and expenditures without adequate study are indi- 
cated in the personal holding and section 275(c) cases heretofore discussed. 
This may be equally applicable in the case of other provisions of the Code 
where gross income is the basic test.*° It is now intended to discuss briefly 
the effect of capital gain and loss upon a personal holding company. 


GAINS FROM SALES OF STOCK OR SECURITIES 


With certain qualifications, section 502(b) provides that gain from the 
sale or exchange of stock or securities is personal holding company income. 
Although section 502(c) and (d) likewise contains provisions establishing 
profits from certain sales or exchanges as personal holding income, only 
section 502(b) will be discussed. Note that section 502(b) is limited to 
stocks and securities. Gains realized from liquidating or other capital dis- 
tributions should be treated as gains from the sale or exchange of the se- 
curities with respect to which such distributions were received.*° Excluding 
gains arising under section 502(c) and (d) and those enumerated above, 
it is difficult to visualize any other capital gains qualifying as personal hold- 
ing income. 

Assume a taxpayer had the following gross income during 1950: 





NN ses! a5 cag 2 ‘ach, 5 ech en cee aoe ea eee Sia Sas iote asso, aie $600 
Capital gains from sale of stocks held for more than six months. . 200 
Non-personal holding company in¢ome.............+0eeeeeees 200 

$1,000 


The then applicable section 117(b) would take into account 50 per cent of 
the $200 capital gain. Is the personal holding income 80 per cent ($800 di- 
vided by $1,000) or is it 77.8 per cent ($700 divided by $900) ? No per- 
sonal holding litigation relating to this situation has been uncovered. How- 
ever, in United States v. Benedict,” an analogous problem involving section 
162(a), the Supreme Court held that only the 50 per cent taken into ac- 
count will be considered statutory gross income as opposed to the taxpayer’s 


55 Note 2 supra. 

56 Reg. 118, Sec. 39.502-1.(e) ; Maloney, What Is A Personal Holding Company? in 
ProceEeDINGS OF New YorK University NintH ANNUAL INSTITUTE ON FEDERAL TAXA- 
Trion 745, 755 (1951). 

57 338 U.S. 692 (1950). I.R.C. §162(a) allows as a deduction “any part of the gross in- 
come” of an estate or trust contributed to a charitable organization. Recognized net long- 
term capital gain in this case was $60,000 and the amount taken into account was $30,000. 
It was held that $30,000 was statutory gross income. Comm’r v. Central Hanover Bank & 
Trust Co., et al, 163 F.2d 208 (2d Cir. 1947) (involving §162(a) ). 


\- 


i 


1954] GROSS INCOME IN THE PERSONAL HOLDING COMPANY 471 


claim that the capital gain recognized under section 112 should apply. In 
Emma B. Maloy,** upon virtually identical facts but involving section 275 
(c), the Board of Tax Appeals arrived at a similar conclusion. The amend- 
ment of section 117(b) effected by the Revenue Act of 1951 unquestion- 
ably reverses this result by providing that 50 per cent of the excess of net 
long-term capital gain over short-term capital loss is a “deduction from 
gross income.” 

Section 502(b), (c), and (d) speaks of gains and omits any mention of 
losses. A special ruling of the Service recites that : °° 


. aggregate gains from the sale or exchange of stock or securities is to be 
included in gross income as defined in section five hundred two without adjust- 
ment or diminution on account of loss transactions. 


This interpretation has been supported by the courts, reiterated by several 
recognized authorities in the field, and is in comformance with the Code 
structure in which capital and other gains are gross income under section 
22, while capital losses are deductions from gross income under section 23. 
The following quotation from Leslie H. Green,® involving section 275(c), 
in which liability would have been imposed upon petitioner if capital losses 
were elements of gross income, serves to illustrate the position taken by the 
courts : * 


It seems clear from these provisions [sections 22 and 23] that capital losses 
form no part of the gross income, but are to be deducted from gross income in 
arriving at net income. 


An alternative tax of 26 per cent on net long-term capital gains in lieu 
of the tax imposed by section 500 is asserted by section 117(c) (1). Since 
two separate taxes and two separate returns® are required of personal 
holding companies, an article has expressed the opinion that the section 117 
(c) (1) election could be utilized against but one of these taxes.® A spe- 
cial ruling of the Service resolved this question in favor of the taxpayer, by 
taking the position that the total tax liability of a personal holding com- 


5845 B.T.A. 1104 (1941) Acq. 

591942 CCH 96236. A telegram to the Commissioner inquired whether gains from sale 
or exchange of stock or securities refer to the aggregate gains, regardless of losses, or 
only to the net gains. 

607 T.C. 263 (1946), aff’d on another issue, 168 F.2d 994 (6th Cir. 1948) ; Saxon Trad- 
ing Corporaiion, 45 B.T.A. 16 (1941) (involving a personal holding company) ; Maloney, 
note 56 supra, at 754; Cleary, Personal Holding Company Pitfalls in Proceepincs or NEw 
York University ELEVENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 467, 487 (1953). 

61 Leslie H. Green, supra note 60, at 277. 

62 Reg. 118, Sec. 39.508-1; Comm’r v. Lane-Wells Co., et al, 321 U.S. 219 (1944); 
O’Sullivan Rubber Co. v. Comm’r, 120 F.2d 845 (2d Cir. 1941) ; Noteman, et al v. Welch, 
108 F.2d 206 (1st Cir. 1939). But see section 541 of H.R. 8300, supra note 2. 

63 Halperin, Personal Holding Company Income, 23 Taxes 532 (1945). 
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pany having no other income than a net long-term capital gain, is 25 per 
cent (now 26 per cent) of such gain, and this position was inferentially 
sustained in The Clarence Company, a Tax Court decision rendered in 
1954.% 

Perhaps the only tax advantage to be enjoyed by a personal holding com- 
pany is that it may, without danger of a section 102 penalty, accumulate the 
excess of net long-term gains over short-term losses.* Almost invariably, 
though, a classification as a personal holding company is a tax catastrophe, 
especially to one caught unaware. This situation is more likely to occur in 
an operating company where its normal activities have proven unsuccess- 
ful, but an extraordinary event during the year, such as an unusually profit- 
able sale of stock or securities or the receipt of relatively large dividends, 
might readily result in unexpectedly creating a personal holding company 
situation. 

Every corporate tax “check” list should require a careful reply to the 
question on page 3 of its return: “Is the corporation a personal holding 
company. . .?”; and undoubtedly of greater importance, a preliminary in- 
quiry, prior to the end of the tax year, should be undertaken to explore this 
possibility, with a view toward timely, corrective action. Numerous devices 
to escape the costly clutches of a section 500 classification have undoubtedly 
been devised by ingenious counsel, yet one avenue of exploration not noted 
in the articles and cases reviewed is the potentiality of advantageous utili- 
zation of agency, partnership, or joint venture income, the discussion of 
which is the concluding section of this paper. 


PARTNERSHIP, JOINT VENTURE, OR AGENCY INCOME 


A partnership is defined as “an association of two or more persons to 
carry on as co-owners a business for profit’ ;°° and the definition usually 
given for a joint venture is “a special combination of two or more persons, 
where in some specific venture a profit is jointly sought without an actual 
partnership or corporate designation.” Section 3797(a) (2) asserts that 
a partnership shall include a joint venture. Then, too, identical tax forms 
are required of a partnership and a joint venture. It is fair to conclude that 
for virtually all tax purposes a joint venture may be considered to have the 
status of a partnership. Perhaps an illustration will best serve to contrast 
the effect upon gross income of receipts, on the one hand, from an individ- 


64 Special ruling, 1946 CCH 6157; The Clarence Company, 21 T.C. No. 67 (1954). 

65 T.R.C. §102(a). 

66 UNIFORM PARTNERSHIP Act §6. 

67 Aiken Mills Inc., et al v. United States, 144 F.2d 23 (4th Cir. 1944) ; Tompkins v. 
Comm’r, 97 F.2d 396 (4th Cir. 1938) ; Wm. J. Lemip Brewing Co., 18 T.C. 586 (1952) ; 
Estate of L. O. Koen, 14 T.C. 1406 (1950). 
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ual or corporate enterprise and, on the other, from a partnership or joint 
venture. Assume a tax return of X, an individual or corporation, as follows: 


SANS: ssesed4 ig sesdssesnde ieee Helse eee $1,000 
RE RE GRE 5. «sinc td wa nnrce nd nouabieneatdesin 

CR RRR rer rnp ers reer pre $400 
Selling and other section 23 expense.............-.-. 300 
Net since oid os. cee dae se Rae ee $100 


The Regulations and cases uniformly hold that the statutory gross income 
of X is $400.** Now suppose that the return is that of X, a partnership or 
joint venture, owned equally by A and B (individuals or corporations). 
Each partner would include only $50 (one-half of $100) as his or its statu- 
tory gross income.” It is suggested that this established difference in treat- 
ment may be profitably exploited in a “close” personal holding situation, as 
is indicated subsequently. 

Another illustration will be employed to demonstrate some of the conse- 
quences to be anticipated by the use of the partnership or joint venture 
entity in a personal holding problem. Assume A corporation, owner of a 
patent, and B, a well-known distributing and sales corporation, forma part- 
nership or joint venture, called AB, for the purpose of exploiting and li- 
censing the patent. If A corporation itself performs this exploitation and 
licensing, admittedly its receipts cannot escape section 502 (a) classification. 
No different result can obtain if A engages an agent to perform such serv- 
ices. (If the agent’s compensation were 25 per cent of its total receipts, an 
interesting question would be whether A’s personal holding income is the 
amount it receives from the agent representing 75 per cent of the total re- 
ceipts, or whether it is 100 per cent of such receipts.) On the other hand, 
if B is not a partner or joint venturer, but an agent, holding no interest in 
the patent, its income is not personal holding income whether or not its in- 
come (a) consists of a share of the royalties, (b) is denominated as royal- 
ties, or (c) is measured by number of units sold, percentage of revenue, 
etc.”” If title to the patent is transferred by A to AB, or if the latter ac- 


68 Reg. 118, Sec. 39.22(a)-5; Mim. 2915, 1922-1 Cum. Buty. (Part I) 233; Joe W. 
Scales, note 35 supra; McCulley v. Kelm, note 38 supra; Ray Edenfield, 19 T.C. 13 
(1952) ; note 50 supra. 

69 L. Glenn Switzer, et al, 20 T.C. No. 110 (1953) Acq., appeal pending, 9th Cir.; Es- 
tate of R. L. Langer, et al, 16 T.C. 41 (1951), aff'd per curiam sub nom. Lindsey, et al v. 
Comm’r, 194 F.2d 288 (9th Cir. 1952) ; accord, Anthony Linquata, 11 TCM 501 (1952) 
(by inference). 

70 Hopag S. A. Holding de Participation et de Gestion de Brevets Industriels, 14 T.C. 
38 (1950) Nonacq., 1950-2 Cum. Butt. 5, withdrawn and Acq., 1953 Int. Rev. Butt. at 1 
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quires the rights of a licensee or sub-licensee, AB is considered to hold a 
proprietary interest in the patent with the result that its revenue from this 
source, if a corporation, is personal holding income.** Not being a corpora- 
tion, however, but a partnership or joint venture, do the amounts (net, not 
gross) distributable to the participants retain this personal holding charac- 
teristic? Rephrasing the question, is the distributive share ($50 in the 
above illustration) of A and/or B corporations royalty income under sec- 
tion 502(a) ? 

Before reviewing litigation on this problem, it is deemed advisable to 
make a brief analysis of the “entity” and “aggregate” concepts of tax law 
pertaining to partnerships. Paul Little,’* in a recent brilliant text devoted 
exclusively to the tax consequences of the partnership form of enterprise, 
seems to find that basically the tax structure follows the entity theory. To 
the contrary is a comprehensive law review article by Rabkin and Johnson.” 
Perhaps a review of the treatment in the Code and of several decisions 
under each concept will cast some light on the results to be anticipated in a 
personal holding situation. 

Subject to varying degrees of qualification, it is generally agreed that 
the Code endows the partnership with entity as opposed to aggregate char- 
acteristics.** Under the general rule appearing in section 183(a), the part- 
nership is treated as an entity, save for certain statutory exceptions. Absent 
the statutory exception, the general rule applies. To demonstrate this prin- 
ciple capital gains and losses and charitable contributions will be used. Un- 


(1953) ; Kiesau Petroleum Corp., 42 B.T°:A. 69 (1940) Acq.; accord, Elrod Slug Casting 
Machine Co., 7 TMC 157 (1948) ; U.S. Universal Joints Co., 46 B.T.A. 111 (1942). 

71 “Royalty,” as used in I.R.C. §502(a) has been defined “as a payment or interest re- 
served by an owner in return for permission to use the property loaned and usually pay- 
able in proportion to use” in the following cases: Warren Browne, Inc., 14 T.C. 1056, 
1063 (1950); U.S. Universal Joints Co., note 70 supra; Lane-Wells Co., et al, note 62 
supra; Kiesau Petroleum Corp., note 70 supra. 

72 Litre, FepERAL INCOME TAXATION OF PARTNERSHIP §4 (1952). 

73 Rabkin and Johnson, The Partnership Under the Federal Tax Laws, 55 Harv. L. Rev. 
909, 915 (1941-42): “... the Uniform Act has coated the common-law coownership 
theory with a thin veneer of the equity entity concept; but fundamentally, the relationship 
is defined in terms of rights and obligations of the individual partners. So, too, the tax 
* law adopts the entity concept as a skin deep accounting expedient, but the framework is that 
of the individual partner’s profit and loss.” 

74 LITTLE, op. cit. supra note 72; W. J. Burns, et al, B.T.A. 1209, 1222-23 (1928); 
“While a partnership, as such, is not made liable by the Revenue Act of 1918 for the pay- 
ment of income taxes and therefore, strictly speaking, is not in this respect a taxable entity, 
it is nevertheless an entity, the income from which is computed and taxed in a manner 
peculiar to such organizations. . . . Congress, while not imposing the tax upon the part- 
nership, has given full recognition to the fact that such an organization is an entity and 
has provided that partnership income shall be taxed in a manner peculiar to such entities 
and has segregated such income from all other individual income.” See cases cited in notes 
77-82 infra. 
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der the Revenue Act of 1936, which contained no provision comparable to 
the present section 183(b) (1), a taxpayer could not blend his own capital 
gains and losses with those of the partnership, as he can today.’ Similarly, 
no provision equivalent to the present section 183(c) appeared in the Reve- 
nue Acts of 1934 and 1936. Under those Acts the partnership itself was 
allowed the deduction for charitable contributions, subject to the then 15 
per cent limitation.** The Code requires today, pursuant to said sections 
183(b) (1) and 183(c), that the capital gains and losses and contributions 
be segregated from other partnership income and expenses and treated as 
though realized or incurred by the members of the partnership individually ; 
thus, though clearly conforming to the aggregate view, such conformance 
is attributable solely to the statutory exception. 

How have the courts responded to the election between these conflicting 
concepts in partnership litigation? There are decisions recognizing a part- 
nership as an entity for the following purposes: to establish the right of a 
member of a partnership to qualify under section 107 although he has not 
been a member for the requisite 36 months ;* to effect a sale or lease of 
property between the partnership and one of its members ;** to distinguish 
between the expenses of an individual and of the partnership ;™ to find that 
the partnership property does not retain the member’s basis of property con- 
tributed to the partnership ; *° to refuse to recognize the satisfaction of tax- 
payer’s note where a corporation in liquidation transferred its assets, in- 
cluding said note, to a partnership of which the taxpayer was a member ; * 
and to establish the holding period for the sale of a partnership interest to 


75 Comm’r v. Lamont, 156 F.2d 800 (2d Cir. 1946), cert. denied, 329 U.S. 782 (1946) ; 
Est. of J. P. Morgan, 3 TCM 1156 (1944), appeal dismissed, 47-1 U.S.T.C. $9155 (2d Cir. 
1947). The Tax Court held in the latter case that the offset of partnership capital losses 
against individual capital gains was permitted by the Revenue Act of 1932, and permission 
was restored by the Revenue Act of 1938, but under the Revenue Act of 1936 the taxpayer 
could not apply his distributive share of partnership capital losses against his individual 
capital gains. 

76 J.T. 2854, 1935-1 Cum. Butt. 130. 

77 Burnham Enersen, et al, 9 TCM 42 (1950), aff’d per curiam sub nom. Nielson, et al 
v. Comm’r, 187 F.2d 233 (9th Cir. 1951); Elder W. Marshall, 14 T.C. 90 (1950), aff'd 
per curiam, 185 F.2d 674 (3d Cir. 1951) ; G.C.M. 26993, 1951-2 Cum. Butt. 54. 

78 Comm’r v. Smith, 173 F.2d 470 (5th Cir. 1949), cert. denied, 338 U.S. 818 (1949) ; 
Shirley v. O’Malley, 91 F.Supp. 98 (D.Neb. 1950) ; James Brown, 10 B.T.A. 1036 (1928) 
Acq.; Stephen J. Slattery, et al, 9 B.T.A. 1123 (1928) Acq.; cf. G.C.M. 26379, 1950-1 
Cum. Butt. 58. 

79 Hiram C. Wilson, 17 B.T.A. 976 (1929), appeal dismissed, 55 F.2d 1086 (10th Cir. 
1931). 

80 Edward B. Archbald, et al, 27 B.T.A. 837 (1933), aff'd, 70 F.2d 720 (2d Cir. 1934), 
cert. denied sub nom. Joseph A. Archbald, 293 U.S. 594 (1934). 

81 J. C. Wynne, et al, 47 B.T.A. 731 (1942), appeal dismissed, 5th cir. 1943. 
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be the date such interest was obtained by the vendor-partner and not the 
date the partnership assets were acquired.* 

Numerous other decisions, and generally of higher authority, have ap- 
plied the aggregate concept without employing a statutory exception to the 
general rule of section 183(a). For example, in Jennings v. Commis- 
sioner * the Fifth Circuit Court in a divided opinion allowed a member of 
a partnership to offset his personal gambling losses against, and to the ex- 
tent of, his portion of the partnership gambling gains. The dissent cited 
the rule of Potany Worsted Mills v. United States ** to the effect that the 
existence of special provisions in the Code for the purpose of creating ex- 
ceptions to the statutory rule negatives any other exceptions. 

In Commissioner v. Whitney * the assets of a partnership (J. P. Morgan 
& Co.) had been sold to a corporation in which the partnership held a 72 
per cent stock ownership. Capital gains and losses resulted, the former be- 
ing considered taxable, and the latter being disallowed under section 24(b) 
(1)(B), which section provides for disallowance of losses under certain 
circumstances between a corporation and an individual. The issue was 
whether a partnership is an individual within the purview of said section. 
Relying on legislative intent to close loopholes and resting heavily on a case 
just then decided in the Supreme Court on this section, McWilliams v. 
Commissioner,** the Court disallowed the loss. The opinion contains a care- 
ful review of the conflicting partnership concepts and concludes : * 

There is no doubt that generally speaking under the tax law we must approach 
the partnership as an association of individuals who are co-owners of its spe- 
cific property and who are taxed, while the partnership is not. 


Similarly, in another action, Benjamin v. Hoey,** the question was 
whether commissions paid by a broker to his brokerage partnership were 
taxable income to the broker-partner to the extent of his interest in the 
partnership. Deciding in the negative, the Second Circuit Court said: 
“what one pays to one’s self cannot be part of one’s income.*® A recent de- 
cision of the Tax Court in John G. Scherf, Jr.® likewise inferentially sup- 


82 Allan S. Lehman, 7 T.C. 1088 (1946), aff’d, 165 F.2d 383 (2d Cir. 1948), cert. denied, 
334 U.S. 819 (1948). 

83 110 F.2d 945 (Sth Cir. 1940), cert. denied, 311 U.S. 704 (1940). 

84278 U.S. 282, 289 (1929). 

85 169 F.2d 562 (2d Cir. 1948), cert. denied, 335 U.S. 892 (1948). 

86 331 U.S. 694 (1947). This case involved the purchase and sale of identical stocks by 
husband and wife through the stock exchange for the purpose of establishing present tax 
losses. These losses were disallowed under I.R.C. §24(b) (1) (B). 

87 Supra note 85, at 568. 

88 47 F.Supp. 158 (S.D.N.Y. 1942), aff'd on this point, 139 F.2d 945 (2d Cir. 1944). 
Contra: Harvey M. Toy, et al, P-H B.T.A. Mem. Dec. 942,451. 

89 Supra note 88, at 946. 

90 20 T.C. 346 (1953) (six dissents) ; Doyle J. Dixon, 16 T.C. 1016 (1951). 
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ports the aggregate theory. A partnership disposed of its assets under such 
circumstances that it could have elected to report by instalments pursuant 
to section 44, the partnership return however showing the gains on the 
completed transaction basis. The taxpayer-partner was required to use the 
same completed transaction method and could not elect to report his share 
of the gain under the instalment method. Finally, Rabkin and Johnson 
state: °* 

. . . In too many instances the Treasury and the courts have shied away 
from the plain implications of the statutory scheme: an income tax imposed 
upon the partners as individuals. Basically, the tax law adopts the common-law 
concept of the partnership as an aggregate of individuals operating the proper- 
ties of the partnership enterprise as coowners. . . . 


Having briefly reviewed the entity and aggregate concepts, it is now in- 
tended to scrutinize the actual results of personal holding company litiga- 
tion turning on these concepts. Partnerships owning stock in personal hold- 
ing companies have run afoul of section 502(f), which provides that 
amounts received in the nature of rents by a corporation from an individ- 
ual owning 25 per cent or more of its outstanding stock shall be considered 
personal holding income to the recipient. The courts have made it abun- 
dantly clear that rents paid by a partnership-lessee to the corporation-lessor 
in which members of the former hold the requisite stock ownership, con- 
stitute personal holding income to the corporation-lessor.” In effect, the 
court treats the partnership as an aggregate of individuals. This interpre- 
tation of the partnership is emphasized by holdings in two cases in which 
tie sole distinction is that the lessee is a corporation, 7.e., a corporation- 
lessee possesses the requisite stock ownership (25 per cent) in the lessor. 
Minnesota Mortuaries, Inc.** and Plaza Realty Co.** squarely hold that re- 
ceipts from such a corporate-lessee are not personal holding income to the 
lessor despite the compliance in all other respects with section 502(f). 

This seemed to be the law until the decision in 1953 in O. Falk’s Depart- 
ment Store, Inc.,°° which involved both the partnership-lessee and corpo- 
rate-lessee situations just discussed and possibly casts serious doubt on the 


91 Rabkin & Johnson, supra note 73, at 949. 

92 Randolph Products Co. v. Manning, 83 F.Supp. 857 (D.N.J. 1948), aff’d, 176 F.2d 
190 (3d Cir. 1949) ; O. Falk’s Department Store, Inc., 20 T.C. 56 (1953) ; Western Trans- 
mission Corp., 18 T.C. 818 (1952) (where under the applicable state law—Michigan—the 
partnership is an entity separate and apart from its partners) ; Furniture Finance Corp., 
46 B.T.A. 240 (1942); Electroline Sales Co., et al, 10 TCM 113 (1951); Bro-Jeff 
Theatres, Inc., et al, 4 TCM 1147, appeal dismissed nolle prosse, 2d Cir. 1946; Neuhoff 
Bros. Packers v. United States, 50-2 U.S.T.C. $9399 (1950) ; Walnut Street Co. v. Glenn, 
83 F.Supp. 945 (W.D.Ky. 1948). See section 543(a) (6) of H.R. 8300, supra note 2. 

934 T.C. 280 (1944). 

%42 TCM 801 (1943). 

95 20 T.C. 56 (1953). 
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corporate-lessee rule. The facts are rather complicated. P corporation 
owned real estate which it leased to F corporation, owner of all the stock of 
P. F corporation sublet to a partnership, several of whose members owned 
all of F stock. The partnership paid rent to F corporation which rentals, 
pursuant to the partnership rule expressed above, were unquestionably per- 
sonal holding income to F. In addition, however, P corporation received 
rent from F corporation. Such rental income should not have been consid- 
ered section 502(f) personal holding income if the Minnesota Mortuaries 
and Plaza Realty cases were correctly decided. The Court held both F and 
P to be personal holding companies but discussed only the cases involving 
rents paid by a partnership-lessee. Its opinion did not distinguish between 
the receipts of rental from a corporation or a partnership. In the absence 
of a clearer distinction, the Falk decision should not be considered author- 
ity for overruling the Minnesota Mortuaries and Plaza Realty holdings. 

These cases are evidence of the courts’ consistent refusal to recognize 
the entity principle in so far as section 502(f) is concerned. Note that the 
entity theory relates to the members of the partnership. Returning now to 
the AB partnership illustration appearing supra, can an entity type of argu- 
ment be made for the income of the partnership as opposed to the mem- 
bers? Since the income is that of a partnership, it should not be personal 
holding income, because it loses its identity as royalties when it becomes to 
each member merely a distributive portion of the net partnership earnings. 
Although not precisely in this form, one taxpayer in a personal holding 
corporation action unsuccessfully raised this defense. The taxpayer in 
Wm. J. Lemp Brewing Co.,°* in consideration of payment of royalties to 
it, had granted another corporation the exclusive right to use its name and 
products. The taxpayer claimed that the agreement constituted a joint ven- 
ture, that consequently these receipts were profit from a joint venture, and 
that as such the receipts were not personal holding income. Upon an ex- 
aniination of the facts, the Court held that no joint venture existed and 
thus did not find it necessary to pass on the validity of the taxpayer’s propo- 
sition. 

Oddly enough, in another action the Commissioner used a somewhat 
similar set of facts to draw a diametrically opposite conclusion. The tax- 
payer in Hopag S. A. Holding de Participation et de Gestion de Brevets 
Industriels ** received income clearly of a personal holding nature. Hopag 
successfully urged that it had no interest in the patent, that it received the 
royalties as an agent on behalf of its principal, that the share of the royal- 
ties it was entitled to retain was its fees as an agent, and that therefore the 


9618 T.C. 586 (1952). 
97 Note 70 supra. 








1954] GROSS INCOME IN THE PERSONAL HOLDING COMPANY 479 


royalties were not personal holding income to it. The Commissioner, on the 
other hand, contended that a partnership or joint venture existed and there- 
fore that taxpayer received personal holding income through the partnership 
or joint venture. The Court found no partnership or joint venture existed 
and thereby avoided voicing its approval or disapproval of the Commis- 
sioner’s contention. Assuming the Court could not have dodged the con- 
flicting arguments by Lemp Brewing and the Commissioner in the Hopag 
case, it is believed that in view of the legislative intent and historical back- 
ground of the personal holding corporation provisions, the entity and ag- 
gregate litigation reviewed in the preceding pages and the generally unsym- 
pathetic treatment accorded personal holding companies by the courts,°* 
Lemp Brewing’s argument would not stand. 

Applying the above conclusion to the hypothetical AB partnership, both 
A and B corporations (assuming the partnership holds a proprietary inter- 
est in the patent) would be considered to have received personal holding in- 
come to the extent of their distributive shares. Note that as a result B in- 
nocently would be charged with personal holding income, since it normally 
would receive “service” income for the type of activities it rendered as a 
member of the partnership. Under ordinary circumstances, however, this 
would not disturb B as it would not have 80 per cent of its income in this 
category. As to A, however, in spite of this classification, certain desirable 
results would accrue, as indicated in the following comparative statements 
of its personal holding and non-personal holding income (using amounts 
unrelated to the preceding illustrations) : 








Personal Non-Personal 
Total Holding Holding 
Income Income Income 
Gross receipts ........... $1,100 $800 $300 
Cost of goods sold........ 100 con 100 
Goose imeome ...... sect $1,000 $800 $200 
Section 23 deductions...... 300 200 100 
Bee TE. i'd tes ks acie< $700 $600 $100 


A corporation would be a personal holding company, for at least 80 per 
cent ($800 divided by $1,000) of its gross income constitutes personal 
holding income. 

Now assume that A has formed a partnership or joint venture for the 
operation of a copyright, which copyright is responsible for the personal 
holding income shown in the foregoing illustration. Assume further, that 


98 See cases cited in notes 24, 31, 34, 62, 92, and 96 supra. 
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the operation of the partnership has resulted in doubling the receipts and 
expenditures indicated in the personal holding column above, as follows: 


Partnership 
profit and loss 
Statement 
EE inte ichenbedsecnemeabieonaedeenounns $1,600 
in. 0 0.40 6 +41060e CAFOANKCA SEEDS +E <n 4e 
RE SERA LR, SRLS Tee Pee $1,600 
PE a DS ko se veccvaleeecsadauarvevssss 400 
PRPC ne One er $1,200 


The distributable share of A would be $600 (one-half of $1,200), being 
precisely equal to the net sum it realized in the preceding illustration. Note, 
however, the extremely important difference in personal holding income 
(conceding for this purpose that the $600 distributive share from the part- 
nership operation retains its personal holding nature) in the following re- 
vised tabulation : 


Personal Non-Personal 

Total Holding Holding 

Income Income Income 
Gross receipts ............. $900 $600 $300 
Cost of goods sold.......... 100 an 100 
ND SB cciwich oes $800 $600 $200 
Section 23 deductions....... 100 ae 100 
PROG MOONE. ealod eee iias os es $700 $600 $100 


Although A has the same net income of $700 in both illustrations, its per- 
sonal holding income in the latter is only 75 per cent ($600 divided by 
$800), and it would thereby escape the personal holding surtax. 

In the great majority of instances personal holding gross receipts will be 
identical with personal holding gross income, since cost of goods sold will 
seldom affect a section 502 item. This is so because of the peculiar nature 
of the items defined in section 502. No such condition prevails as to deduc- 
tions from personal holding income, as ordinarily these will tend to be of 
the same character as section 23 deductions incurred in connection with all 
other income. In all likelihood, therefore, the harmful tendency will be for 
deductions applicable to personal holding income to fall within section 23, 
whereas deductions from other than personal holding income will be split 
between deductions from gross receipts and deductions from gross income. 
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The unhappy consequence is that normally gross receipts relating to per- 
sonal holding income will result in a higher percentage of statutory gross 
income than will other gross receipts. It follows, as indicated in the preced- 
ing illustration, that a corporation having both personal holding and non- 
personal holding income, faced with potential personal holding liability, 
will benefit by receiving its personal holding income “net” from a partner- 
ship or joint venture. 


CONCLUSION 


It is suggested that a potential personal holding company should be wary 
of situations wherein its non-personal holding income may be classified as 
a “reimbursement.” Secondly, in preparing the tax return, a fresh ap- 
proach, with a view toward advantageous classification, should be taken as 
to the character of the items to be included in cost of goods sold applicable 
to both personal holding and non-personal holding receipts. In this connec- 
tion, it should be observed that although no segregation of such costs (or 
of the income) is required on the return, this computation of necessity 
must be made to determine the existence of personal holding liability. The 
very absence of the requirement of such segregation tends to make the tax- 
payer less alert to the potentialities, advantageous and otherwise. Then too, 
a contemplated profitable corporate sale of stock or securities should be re- 
viewed in the light of possible personal holding consequences. Finally, the 
utilization of a partnership or joint venture device, which will meet the 
bona fide business purpose test, should be explored as a means of reducing 
personal holding income in relation to total gross income. 
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Dissents And Concurrences 


Ratio Decidendi—A Reply. The writer has read with interest and not a 
little amazement the Roehners’ article “Ratio Decidendi in Federal Tax Cases” 
in the November, 1953 issue of the Tax Law Review. Since two of the writ- 
er’s tax articles seem to have been the principal objects of their criticism, this 
is in the nature of a reply thereto. 

If understood correctly, the Roehners are impatient with many at the tax bar 
for reading non-existent dangers into court opinions, particularly those which 
in their view were wrongly decided, and for expressing groundless fears. They 
seem to feel that this has resulted in the “scuttling” ? of responsibility to clients, 
and that timidity has on the part of the taxpayer had the effect of encouraging 
the Commissioner “to keep trying cases which he never had a chance to win,” ® 
because some tax writers and/or tax advisers “state that he may have a point.” * 
This would seem to be conceptualism of the crassest sort. 

The instances in which the writer’s opinions have been the subject of attack 
by the Roehners—situations under section 115(g)—will serve to illustrate how 
shallow their approach to the whole problem of ratio decidendi in tax cases is. 
Section 115(g) (1) provides: 


If a corporation cancels or redeems its stock (whether or not such stock was is- 
sued as a stock dividend) at such time and in such manner as to make the dis- 
tribution and cancellation or redemption in whole or in part essentially equiva- 
lent to the distribution of a taxable dividend, the amount so distributed in re- 
demption or cancellation of the stock, to the extent that it represents a distribu- 
tion of earnings or profits accumulated after February 28, 1913, shall be treated 
as a taxable dividend. 


Section 39.115(g)-2 of Regulation 118 amplifies this statute with the Treas- 
ury’s view of its powers under it. The pertinent portion reads: 


The question whether a distribution in connection with a cancellation or re- 
demption of stock is essentially equivalent to the distribution of a taxable divi- 
dend depends upon the circumstances of each case. A cancellation or redemp- 
tion by a corporation of a portion of its stock pro rata among all the sharehold- 
ers will generally be considered as effecting a distribution essentially equivalent 
to a dividend distribution to the extent of the earnings and profits accumulated 
after February 28, 1913. On the other hand, a cancellation or redemption by 
a corporation of all of the stock of a particular shareholder, so that the share- 
holder ceases to be interested in the affairs of the corporation, does not effect a 
distribution of a taxable dividend. . . . 


19 Tax L. Rev. 75 (1953). 
2 Ibid. at 76. 
3 Tbid. at 84. 
4 Idem. 
485 
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THE PROBLEM 


Section 115(g)(1) is primarily a threat to the close corporation. The pat- 
tern is familiar to us all. A and B, brothers, started a business as partners some 
time prior to World War I. Came the “Roaring Twenties” and things pros- 
pered. Their lawyer advised A and B to incorporate, which they did at a mini- 
mum cost, each taking 1,000 shares of common capital stock, the only issue. 
The corporate veil did not change A’s and B’s concept of their business. They 
were still 4 and B, brothers and partners. While the vicissitudes of the “Thir- 
ties” called for a cut-back, the business weathered the gale. With World War 
II prosperity and inflation, it prospered. Korea carried it along on its crest. 
Assume the corporation had a net worth of $100,000 when it was formed. To- 
day it is worth one million. Salaries are high; dividends have been eschewed. 
A and B still regard it as a partnership. 

Time for a change has now come, however. Assume that A and B die. Their 
sons inherit the business and fail to achieve the harmonious relationship which 
their fathers enjoyed. Or assume that either A or B dies childless, leaving an 
aged widow who has no wish to remain in the business. Whatever the occur- 
rence, one party’s interest must be sold. Here, then, is the problem. Who shall 
purchase? None of the parties, including the corporation, has $500,000 cash. 
Banks are notably reluctant to loan on the security of half the stock of a close 
corporation. Frequently the only solution is a sale to the corporation for as 
much cash and property as it can manage to obtain, supplemented by its obliga- 
tions maturing over the years. 


Section 115 (g)(1) AND INDEBTEDNESS 


Does this present a problem? The Roehners say no; let the tax adviser take 
the risk and close out the deal on that basis. After all, one party is selling out 
and getting out ; he is ceasing to be interested in the affairs of the corporation ; 
and capital gains benefits will follow. As they succinctly put it: 5 


Section 115(g) applies to one who has received a distribution on a stock in- 
terest which he continues to own. If he surrenders all his stock, the amount re- 
ceived is for the stock interest surrendered. 


Reverting to sections 39.115(g)-2 of Regulations 118, we find the Treasury 
indicating that in order to avoid the redemption being considered as the equiva- 
lent of a taxable dividend, the taxpayer must cease to be interested in the affairs 
of the corporation. Does he cease so to be interested when he trades his position 
as stockholder, either in whole or in part, for that of creditor? In another con- 
text the Supreme Court made this statement : ° 


. . . In the case of a corporation which has undistributed earnings, the crea- 
tion of new corporate obligations which are transferred to stockholders in rela- 
tion to their former holdings, so as to produce, for all practical purposes, the 
same result as a distribution of cash earnings of equivalent value, cannot obtain 
tax immunity because cast in the form of a recapitalization-reorganization. 


5 Ibid. at 78. 
6 Bazley v. Comm’r, 331 U.S. 737, 742 (1947) ; emphasis added. 
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In an article written some time ago,’ the writer quoted the above language of 
the Supreme Court.* Unhappily, in transposing the longhand version into type, 
the italicized phrase “in relation to” was inadvertently taken in as “in return 
for” ; and the error was not thereafter discovered. This oversight was not, as 
the Roehners imply, contrived. Since it appeared in the manuscript at a later 
stage, it did not, of course, have any bearing on the conclusion reached in the 
following language: ° 


Under this rationale, interest in the affairs of a corporation, which appears 
to be a test under the Regulations, would be effectively retained if the share- 
holder became an obligee. However, the extent of the obligation running to 
him from the corporation would have an important bearing. Were a large pro- 
portion of the purchase price paid outright and a comparatively small corporate 
obligation taken back, his interest would seem negligible. To increase the size 
of the corporate obligation in proportion to the cash received would be to give 
the retiring stockholder such a stake in the business that he might be considered 
as having retained an interest. 

The nature of the corporate obligation taken back by the retiring sharehold- 
ers would likewise appear of some significance. Unsecured notes would evi- 
dence a lesser interest than, let us say, an issue of debenture bonds secured by 
a detailed and onerous deed of trust, because the latter would give the creditor 
an inroad into the business operations of the corporation which a mere note- 
holder would not have. So, too, a closely secured and conditioned obligation 
would probably require less indebtedness behind it to justify the conclusion 
that an interest in the affairs of the corporation had been retained. 


The conclusion was simply that in cases of this nature there was small safety 
in closing such a transaction without first obtaining a ruling.*° Nothing more 
was inferred. Moreover, this idea is not original with the writer, as the Roeh- 
ners graciously imply in saying," ““We find that the Bureau is seeking to exert 
the new power under section 115(g) so generously conferred on them by Pro- 
fessor Murphy.” The position of the Internal Revenue Service on this score 
was known to the writer long before the article in question was written. 


Tue KirscHenBpAum CASE 


Under this heading the Roehners take the writer to task for some conclusions 
drawn by him on the Kirschenbaum ** decision and its sequels in a paper before 
the New York University Institute on Federal Taxation,’* discussing treasury 


7 Partial Liquidations and the New Look, 5 Tax L. Rev. 73 (1949). 

8 Ibid. at 87. 

9 Ibid. at 87-88. 

10 Idem, 

11 Roehner, supra note 1, at 80. 

12 Kirschenbaum v. Comm’r, 155 F.2d 23 (2d Cir. 1946), cert. denied, 329 U.S. 726 
(1946). This denial was apparently overlooked by the Roehners both in their footnotes 
and comments. 

18 Murphy, How to Handle Treasury Stock; Distinction Between Treasury Stock and 
Unissued Stock: Is there Any Justification for This? in ProceeptIncs oF New York UNI- 
VERSITY TENTH ANNUAL INSTITUTE ON FEDERAL TAXATION 1161 (1952). 








488 TAX LAW REVIEW [Vol.9: 


stock. In that case a corporation with a large surplus bought an equal number 
of its shares from each of its two stockholders. Relying on the distinction made 
in a previous case between holding the purchased shares in treasury rather than 
cancelling and redeeming them,’* the taxpayers denied that section 115(g) ap- 
plied. The Second Circuit Court affirmed the lower court which held that it 
did, and the writer concluded *° that this decision “dealt the holding-in-treasury 
vis a vis redemption fiction a staggering blow. . . .” The Roehners contend 
that here the Kirschenbaum case ‘* was misconstrued. While it is indeed true 
that Kirschenbaum was a Dobson-type decision, which did not purport to over- 
rule prior decisions going the other way on this fiction,’’ it remains that the fol- 
lowing language was employed by the Second Circuit Court to support its af- 
firmance of the Tax Court: ** 


. . . The status of “treasury shares” is in general not made perfectly clear 
in the books. Some courts treat them as though they were, so to say, in sus- 
pended animation—existing, but existing only in a kind of Limbo; other courts 
treat them as though they were retired. Whether they are to be treated as one 
or the other in the Internal Revenue Code, is not a priori wholly free from de- 
bate. 


Furthermore, in the very next paragraph of the paper,’® reference is made to 
Wall v. United States,?° where the Fourth Circuit Court said in respect of this 
point : 


. . . If it should be held that taxpayers can avoid the terms of the statute by 
the simple device of selling their stock to the corporation and having it held as 
treasury stock, the purpose of the statute to prevent the evasion of taxes upon 
corporate dividends would be completely frustrated. .. . 


From these and similar cases there seemed to be no virtue, from a section 115 
(g) (1) standpoint, in holding stock in treasury.” 

The Roehners then allude to Commissioner v. Snite.2* This was a case in 
which a corporation bought back its own shares and held them in treasury for 
resale to employees. It will be recalled that the Kirschenbaum ** case involved 
a repurchase subject to resale. In the Snite case, in refusing to find redemption 
price the equivalent of a taxable dividend, the Seventh Circuit Court said: ** 


. . . Redemption in this section, we believe, connotes something other than 
repurchase ; it includes the idea of the surrender of shares by a stockholder and 
a retirement of that which he surrenders. . . . 


14 Alpers v. Comm’r, 126 F.2d 58 (2d Cir. 1942). 
15 Murphy, supra note 13, at 1174. 

16 Roehner, supra note 1, at 80. 

17 Supra note 14. 

18 Kirschenbaum v. Comm’r, supra note 12, at 25. 
19 Murphy, supra note 13, at 1174. 

20 164 F.2d 462, 465 (4th Cir. 1947). 

21 Murphy, supra note 13, at 1174. 

22177 F.2d 819 (7th Cir. 1949). 

23 Kirschenbaum v. Comm’r, supra note 12. 

24 Supra note 22, at 823. 
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In support of its position, the Court cited the case upon which the losing tax- 
payer relied *° in the Kirschenbaum case, although in the Snite case, the Court 
stated that the Second Circuit Court in the Kirschenbaum case had recognized 
the error of its prior interpretation.2* The Roehners state ** this writer erred 
in his paper before the New York University Institute on Federal Taxation in 
maintaining that the Snite case criticized the Kirschenbaum opinion.** Never- 
theless, the clear implication is that the Snite opinion—to say nothing of its re- 
sult—criticizes the Kirschenbaum case. 

The Third Circuit Court was evidently similarly impressed in Boyle v. Com- 
missioner,”® which found that a holding-in-treasury brought a case within sec- 
tion 115(g)(1). 


OBSERVATIONS 


Prolixity in this reply is admitted. That, at least, is not a fault of the Roeh- 
ners. To them the way seems straight and the path apparently clear and unob- 
structed. 

The writer prefers the functional rather than the conceptual approach in tax 
matters, being fearful of things wrapped up in neat little packets convenient 
for handing out. The books are full enough of tax schemes which have failed 
to give pause to any such approach. 

Reverting now to the closely-held corporation described above with its net 
worth of one million dollars, were sanction to be given to any such scheme, dis- 
cussed supra, resulting in possible section 115(g) (1) liability, a potential tax 
bill of over $350,000 would be presented. On the other hand, capital gains 
taxes would total about $100,000. The language heretofore quoted in addition 
to numerous conferences in the Treasury convinced the writer his advice and 
counsel were well-founded. 

—JosepH HAwLey Murpuy * 


25 Supra note 14. 

26 Comm’r v. Snite, supra note 22, at 822. 

27 Roehner, supra note 1, at 80. 

28 Murphy, supra note 13, at 1175. 

29 187 F.2d 557 (3d Cir. 1951). 

* Associate Professor of Law, Syracuse University College of Law. 








Notes 


Income Tax Deductions On Corporate Termination. Bodies corporate, 
like viable beings, customarily have a beginning and an end. The corporate 
creature, however, unlike its biological counterparts, is unassisted in these 
events by natural forces but must rely exclusively on technical services which 
are purchased. The consequent costs attending each pole of its juridical exist- 
ence have posed special problems of tax treatment. Of particular interest, in 
view of lesser litigation in connection therewith in the past, are the expendi- 
tures deductible at the corporation’s termination, whether partial or complete. 

Earlier expenditures deductible on termination, Expenditures entailed in the 
conception, planning, and organization of a corporation are not deductible at 
that stage of its life. The theory followed in the Tax Court? has been that 
they are capital expenditures rather than ordinary and necessary business ex- 
penses,? and appellate courts have agreed that they are not current business 
charges.* Deduction has thus been denied for the cost of a corporate charter, 
expenditures in issuing and listing stock on an exchange, and fees for miscel- 
laneous attorneys’ and accountants’ services.* The Tax Court has held, further- 
more, that such expenditures are not to be amortized or recovered by way of 


1 Reference to the Tax Court, unless otherwise indicated, will include its predecessor in 
name, the Board of Tax Appeals. 

2“We have frequently held that organization expenses of a corporation are capital ex- 
penditures.” See Motion Pictures Capital Corporation, 32 B.T.A. 339, 340 (1935), aff'd, 80 
F.2d 872 (2d Cir. 1936), and Grain King Manufacturing Co., 14 B.T.A. 793, 796 (1928), 
appeal dismissed, 47 F.2d 608 (2d Cir. 1931). See Reg. 118, Sec. 39.24(a)-2(a). 

8 See note 4 infra; Simmons Co. v. Comm’r, 33 F.2d 75 (1st Cir. 1929), cert. denied, 
280 U.S. 588 (1929). 

4 Motion Pictures Capital Corporation, note 2 supra; Baltimore & Ohio Railroad Co., 
29 B.T.A. 368 (1933), aff'd, 78 F.2d 460 (4th Cir. 1935) ; Commercial Investment Trust 
Corp., 28 B.T.A. 143 (1933), aff'd per curiam, 74 F.2d 1015 (2d Cir. 1935); cf. Chesa- 
peake Corp. of Virginia, 17 T.C. 668 (1951) (fee to maintain listing on exchange deduc- 
tible as current expense). State fees, however, are deductible as taxes. Cf. Holeproof 
Hosiery Co., 11 B.T.A. 547 (1928). 

Expenditures made in order to sell stock likewise are regarded as capital expenditures. 
See, e.g., Corning Glass Works v. Lucas, 37 F.2d 798, 799 (D.C. Cir. 1929), cert. denied, 
281 U.S. 742 (1930). But it does not follow that they need have the same deduction con- 
sequences as organization expenses. Sales expenses apparently only reduce the proceeds 
realized from the sale [see Corning Glass Works, supra; Surety Finance Co. v. Comm’r, 
77 F.2d 221 (9th Cir. 1935) ; Simmons Company, 8 B.T.A. 631 (1927), aff'd, 33 F.2d 75 
(1st Cir. 1929), cert. denied, 280 U.S. 588 (1929); Harrisburg Hospital, Inc., 15 B.T.A. 
1014 (1929); Reg. 118, Sec. 39.24(a)-2(a); cf. Spreckels v. Comm’r, 315 U.S. 626 
(1942) ], while organization expenses have been given some tax-reduction effect. It there- 
fore seems necessary to distinguish between (1) the costs of issuing stock, and (2) the 
costs of disposing of stock. Cf. James I. Van Keuren, 28 B.T.A. 480 (1933). Only the for- 
mer appear to receive the tax treatment of organization expenses. 
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periodic exhaustion,’ although the Tenth Circuit Court has held otherwise 
where the corporate life was limited to years by its charter.* In addition, the 
Tax Court has held that such expenditures do not become part of the cost or 
basis of any corporate assets.’ 

That tribunal has held that such expenditures may be deducted when the cor- 
porate life terminates, for the reason that a capital asset is then lost.* The de- 
duction apparently is to be taken, in line with this view, entirely in the year in 
which the fact of the corporation’s discontinuance is established by the surren- 
der of its charter and its resulting dissolution ; and the time of deduction ap- 
parently is unaffected by the circumstances that liquidation and the winding-up 
process may extend for an additional period.* The end to the corporation’s life 
must be absolute both in form and substance. It would seem that if despite go- 
ing through the formality of dissolution the corporation in fact does not effec- 
tively liquidate but decides to continue business, the dissolution does not sup- 
port the deduction.* Similarly, merger of one corporation into another has 
been found insufficient reason for deducting the organization expenses of the 
former.’ There is no authority holding that these expenditures become de- 
ductible upon the demise of the successor corporation which survives the mer- 
ger. The deduction might conceivably be lost completely in such case. 

Structural alterations made between the corporation’s inception and termina- 
tion seem to be considered as resembling the initial process of organizing the 
corporation.’ Thus, deduction as an ordinary and necessary business expense 
has been denied for attorneys’ fees incurred in obtaining authority to increase 
the corporation’s capital stock, the cost of listing additional stock on an ex- 
change, and sundry expenditures in changing from par value stock to no par 


5 See Alamo Coal Co., 31 B.T.A. 869 (1934) ; Commercial Investment Trust Corp., 28 
B.T.A. 143, 148 (1933) ; Malta Temple Association, 16 B.T.A. 409, 410 (1929) ; First Na- 
tional Bank of St. Louis, 3 B.T.A. 807, 808-809 (1926) ; Hotel De France Co., 1 B.T.A. 
28, 32 (1924). Cf. Reg. 118, Sec. 39.23(1)-3; Nachman v. Comm’r, 191 F.2d 934 (5th Cir. 
1951) ; Mabel B. Blackett, P-H T.C. Mem. Dec. 51282. 

6 Hershey Mfg. Co. v. Comm’r, 43 F.2d 298 (10th Cir. 1930). But cf. Alamo Coal Co., 
31 B.T.A. 869 (1934). 

7 Malta Temple Association, supra note 5. 

8 Malta Temple Association, supra note 5; see Warner Mountains Lumber Co., 9 T.C. 
1171, 1174 (1947) ; but cf. dissent in Pacific Coast Biscuit Co., 32 B.T.A. 39, 45-46 (1935). 
Other expenditures made during a corporation’s life may likewise become deductible upon 
its death. See Longview Hilton Hotel Co., 9 T.C. 180 (1947) (remaining unamortized 
portion of brokerage fees and commissions in obtaining a mortgage loan) ; Metropolitan 
Properties Corp., 24 B.T.A. 220 (1931) (unamortized bond discount). 

® See Liquidating Co., 33 B.T.A. 1173, 1188-1189 (1936). Cf. Shellabarger Grain Prod- 
ucts Co. v. Comm’r, 146 F.2d 177 (7th Cir. 1944) (deduction allowed in advance of com- 
pletion of dissolution where business considered effectively terminated). 

10 Cf, City and Suburban Mortgage Co., 26 B.T.A. 179 (1932). Compare United States 
v. Arcade Co., 203 F.2d 230 (6th Cir. 1953). 

11 Motion Pictures Capital Corporation, note 2 supra; see Citizens Trust Co., 20 B.T.A. 
392, 393 (1930). 

12 See Borg & Beck Co., 24 B.T.A. 995, 1009 (1931) ; cf. Odorono Co., 26 B.T.A. 1355, 
1358 (1932). 
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value stock.!* In like manner, the Tax Court has denied deduction of the costs 
of reorganization and recapitalization,* such holding being sustained on appeal, 
although perhaps not on the same reasoning.*® The costs of these intermediate 
structural changes may, therefore, if categorized by the Tax Court as being 
like organization expenses, become deductible upon the corporation’s termina- 
tion.*® 

Although the Tax Court has formulated a basis on which to allow, at the 
corporation’s termination, the deduction of organization and comparable ex- 
penditures, court opinions are seeded with expressions of rationale which can 
result in complete denial of such deduction. Having been excluded as current 
business charges, do such costs therefore give rise to capital assets? The Sec- 
ond Circuit Court, however, seems to imply a negative answer, suggesting that 
such expenditures are part of the corporation’s cost of acquiring capital and 
only reduce the net capital proceeds realized.*7 And the Tax Court has pointed 
out that an expenditure may be non-deductible because it fails to conform 
either to the category of current expense or capital asset.*® 

Moreover, even if a capital asset is created through such expenditures, a de- 
duction thereof does not on that account necessarily become allowable. What 
is the life of such an asset? Must it be co-extensive with the life of the corpo- 
ration? Does anything remain on the death of the corporation which can be 
considered a deductible loss? It has been suggested that the benefits and ends 
of these expenditures may be fully enjoyed and completely depleted during the 
corporation’s life, and that at its termination there may be no loss to be de- 
ducted.’® If the entire asset has not been consumed during that time, how much 
is left and what is the amount of the loss? The subject has received little atten- 
tion by the appellate courts ; the possibility that total non-deductibility may yet 
prevail in the latter is not so remote that it should be discounted. 

Expenditures for complete termination. The question of deductibility of ex- 
penditures in order completely to terminate a corporation appears to have been 


13 Firemen’s Insurance Co., 30 B.T.A. 1004 (1934) ; Borg & Beck Co., note 12 supra; 
Holeproof Hosiery Co., note 4 supra. 

14 Bush Terminal Buildings Co., 7 T.C. 793 (1946) and 17 T.C. 485 (1951), the latter 
case, aff'd, 204 F.2d 575 (2d Cir. 1953) ; Richard H. Survaunt, 5 T.C. 665 (1945), aff'd, 
162 F.2d 753 (8th Cir. 1947) ; Udolpho Wolfe Co., 15 B.T.A. 485 (1929). But compare 
the different result in changed circumstances, in United States v. Arcade Co., 203 F.2d 230 
(6th Cir. 1953) ; Wayne Coal Mining Co., P-H T.C. Mem. Dec. {53102, aff’d, 209 F.2d 
152 (3d Cir. 1954). Cf. Sibley, Lindsay & Curr Co., 15 T.C. 106 (1950) (costs of aban- 
doned reorganization and recapitalization plans held deductible expense). 

15 Skenandoa Rayon Corp. v. Comm’r, 122 F.2d 268 (2d Cir. 1941), cert. denied, 314 U.S. 
696 (1941). See also, Bush Terminal Bldgs. Co. v. Comm’r, 204 F.2d 575 (2d Cir. 1953); 
International Bldg. Co. v. United States, 199 F.2d 12 (8th Cir. 1952), rev’d on other 
grounds, 345 U.S. 502 (1953). 

16 Wayne Coal Mining Co., P-H T.C. Mem. Dec. 53102. Compare Sibley, Lindsay & 
Curr Co., 15 T.C. 106 (1950). 

17 See Motion Pictures Capital Corp. v. Comm’r, note 2 supra, at 873; cf. note 4 supra. 

18 See the oft-quoted statement in Holeproof Hosiery Co., 11 B.T.A. 547, 556 (1928) ; 
also Baltimore & Ohio Railroad, 29 B.T.A. 368, 372-373 (1933). 

19 See Motion Pictures Capital Corp. v. Comm’r, supra note 2. 
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undecided prior to Pacific Coast Biscuit Co.*° One corporation in that case ex- 
changed its assets in 1930 for the stock of another. The former, in connection 
with its dissolution and liquidation in the same year, made expenditures for 
the services of attorneys and of a depositary for its stock. These were held by 
the Board of Tax Appeals to be deductible in 1930 as ordinary and necessary 
business expenses. Relying on Welch v. Helvering,” the Board said that disso- 
lution and liquidation, although coming only once in the life of an individual 
corporation, “is an everyday happening in the business world, and in this sense 
is quite an ordinary affair.” ** An additional reason given for the deduction 
was that “‘the liquidation and dissolution are in the nature of a final accounting 
of the results of the taxpayer’s business rendered to its stockholders and the 
state.” ** The Board clearly denied deduction as a loss, however, stating that 
such expenditures “did not represent the cost of any asset which was lost upon 
dissolution and liquidation.” ** Three members of the Board dissented, finding 
no statutory authority for a deduction of any kind. 

Although the Commissioner filed a non-acquiescence to this decision,”* no 
appeal was taken. Subsequently, the Board and the Tax Court applied the 
Pacific Coast Biscuit ruling in later cases, without making further inquiry into 
the question, which holdings generally received the Commissioner’s acquies- 
cence.?* In one case a plan of dissolution and liquidation was adopted in 1942 
and part of the assets were distributed in that year; final distribution of the 
assets and surrender of the corporate charter did not take place until 1944. In 
connection with the dissolution, attorneys’ fees were paid in 1942. These fees 
were held deductible in 1942 as an ordinary and necessary expense.** In an- 
other case voluntary liquidation was entered into in 1915 ; the corporate charter 
was forfeited in 1931. Court appointed trustees incurred and paid in 1935 at- 
torneys’ fees and other expenses connected with the liquidation. On the ground 
that these expenditures were not related to the production of taxable income, 
the Commissioner denied their deduction for 1935 as an ordinary and necessary 


20 32 B.T.A. 39 (1935). 

21290 U.S. 111 (1933). 

22 See note 20 supra, at 43. 

23 [bid. 

24 Jd. at 42. 

25 XIV-1 Cum. Butt. 35 (1935). 

26 Rite-Way Products, Inc., 12 T.C. 475, 481 (1949) Acq., 1949-2 Cum. Butt. 3; First 
National Corporation of Portland, 2 T.C. 549, 550 (1943) Acq., 1943 Cum. Bu. 8, 
rev'd without consideration of this question, 147 F.2d 462 (9th Cir. 1945); Meurer Steel 
Barrel Co., Inc., 1 TCM 721 (1943), aff’d on other grounds, 144 F.2d 282 (3d Cir. 1944) ; 
E. C. Laster, 43 B.T.A. 159, 177 (1940) Acq., 1941-1 Cum. Butt. 7, aff'd in part and 
rev'd in part without consideration of this question, 128 F.2d 4 (5th Cir. 1942) ; cf. Adolph 
G. Rosengarten, 1 TCM 873 (1943) (Commissioner conceded deductibility of liquidation 
expenses). The only case discussing the result reached seems to have been Robert Mc- 
Kittrick Jones, P-H B.T.A. Mem. Dec. 40164. See also, Braicks v. Hendersen, 43 
F.Supp. 254 (W.D.Wash. 1942), aff’d on other grounds, 137 F.2d 632 (9th Cir. 1943). 

27 Rite-Way Products, Inc., note 26 supra. A deduction for $1,000 was claimed; the 
Commissioner’s position was that $500 was deductible for 1942 and — for 1944. The 
taxpayer was on the accrual basis. 
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expense. The Board reversed,”* allowing such deduction. Recently, in J. Gil- 
more Fletcher,”® the corporation was dissolved during its 1946 fiscal year. Liq- 
uidation expenses were incurred and paid during its 1947 fiscal year by an ac- 
crual basis taxpayer but deduction therefor was taken for 1946. Denial of the 
deduction for that year was sustained.*° 
The costs of merger, even when accompanied by a dissolution, have brought 
a different result. Such costs were denied deduction by a corporation which in- 
curred them in connection with its merger into another corporation.** As to de- 
duction as a business expense, the Board said, “the attorney’s fees were paid 
. not for the purpose of carrying on any regular business, but for the pur- 
pose of merging or reorganizing or completely disposing of their businesses.” * 
And as to deduction as a loss, continued the Board, “There is nothing in the 
evidence to indicate, and it is not claimed . . . that there was any loss upon 
transfer of the petitioners’ assets [in the year of dissolution]. . . . We as- 
sume, in the absence of evidence to the contrary, that the transaction [merger] 
was mutually beneficial to all the parties concerned, and that value was received 
by the petitioners on account of the expenditures for the attorney’s fees.” ** 
In affirming denial of the deduction as a business expense in such circum- 
stances, the Second Circuit Court in Motion Pictures Capital Corp. v. Com- 
missioner,** referring to the Welch case,** mentioned prominently in Pacific 
Coast Biscuit Co., stated that it was not enough that a merger might be an 
ordinary and necessary business occurrence, but that the expenditures therefor, 
to qualify for deduction, must “be done to make it [the business] function as 


28 Robert McKittrick Jones, note 26 supra. 

2916 T.C. 273 (1951). 

80 The Tax Court stated (at 276): “The petitioners’ view here is in effect that the mere 
fact of dissolution controls and requires deduction of expenses in a later year incurred and 
paid. Since the law of many states allows a period after dissolution for completion of liqui- 
dation and since the petitioners here, trustees for the corporate assets, apparently were pro- 
ceeding under some such statute, during the year following dissolution, when the expenses 
here involved were incurred and paid, it seems to us that the critical fact is not dissolution 
but liquidation and that here liquidation was proceeding, during the following year (when 
services were performed, including trustee’s salaries, rent, taxes, general expenses, and 
legal and accounting fees), in a manner highly similar to that in the Hirst & Begley [4 
B.T.A, 1160] situation. As there said, we can here find no warrant for allowing deduction, 
in the taxable year, merely because of dissolution therein, of expenditures incurred in a 
subsequent year.” It is to be noted that the expenses appeared to have been incurred in 
connection with the liquidation and not the dissolution, so that the question whether dis- 
solution expenses must be deducted in the year of dissolution may actually not have been 
present. 

81 Motion Pictures Capital Corporation, note 2 supra; Odorono Co., 26 B.T.A. 1355 
(1932) ; cf. First National Bank of St. Louis, 3 B.T.A. 807 (1926) (same as to corpora- 
tion the result of a consolidation). Compare United States v. Arcade Co., 203 F.2d 230 
(6th Cir. 1953); Wayne Coal Mining Co., P-H T.C. Mem. Dec. 953102, aff'd, 209 F.2d 
152 (3d Cir. 1954). 

82 See Odorono Co., supra note 31, at 1357. 

83 Jd. at 1359; cf. Citizens Trust Co., note 11 supra, at 394. 

3480 F.2d 872 (2d Cir. 1936). 

85 See note 21 supra. 
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such. These expenses . . . were not necessary in the ordinary course of its 
conduct. On the contrary, they were made necessary by its decision to carry 
on its business no longer.” ** If this be true of the expense of merger, is it less 
so in the case of expense of dissolution and liquidation? 

The two most recent circuit court decisions sustain a deduction for dissolu- 
tion expenses. In one, United States v. Arcade Co.,*" liquidation of the corpo- 
ration was followed by conveyance of its assets to a new corporation, which 
carried on the business. The Court rejected the contention that no deduction of 
expenses of liquidation was available because in effect there had been a reor- 
ganization. In the second case, Commissioner v. Wayne Coal Mining Co.,** 
deduction was allowed on liquidation of one corporation by another corpora- 
tion, the Court observing, however, that there was authority which might pos- 
sibly point to a contrary result.*° Perhaps a split in the circuits is in .he making 
on this question. 

Expenditures for partial termination. The tax status of expenditures for 
partial termination or liquidation of a corporation does not appear to have been 
litigated until the recent case of Mills Estate, Inc.*° The taxpayer, a closely- 
held corporation, was organized and existed for two purposes ; it was the owner 
of improved real property in New York City and of the stock of another cor- 
poration. The real estate was later sold for $3,625,000, and it was decided to 
discontinue that activity. A partial liquidation was then effected in the follow- 
ing manner : the corporate charter was amended to reduce the authorized and 
outstanding capital stock from $5,000,000 to $2,800,000; corporate funds in 
the amount of $3,630,000 were distributed to stockholders in exchange for 
$2,200,000 of the old stock ; and new stock under the amended charter was is- 
sued in the amount of $2,800,000 and was exchanged for the remaining old 
stock in the same amount. In connection with the entire transaction $20,101.55 
was paid for lawyers’ fees and expenses. The taxpayer argued that this was a 
deductible business expense under the decision in Pacific Coast Biscuit Co. 
The Commissioner contended that case was not applicable because a partial liq- 
uidation, unlike complete termination, had continuing consequences in view of 
the continued life of the corporation. To the extent that the expenditures were 
considered to relate to the distribution of assets in partial liquidation, they were 
held deductible by the Tax Court, two judges dissenting. The Commissioner 
was sustained, however, as to the remainder of the expenditures, which was 
found to be attributable to recapitalization and acquisition of stock. On appeal, 
the Second Circuit Court held that no part of the expenditures was deductible. 


36 See note 34 supra, at 873-874; cf. Simmons Co. v. Comm’r, note 3 supra. Compare 
Sic v. Comm’r, 177 F.2d 469 (8th Cir. 1949) ; Greenfield v. United States, — F.Supp. — 
(Ct. Cl. 1953). 

87 203 F.2d 230 (6th Cir. 1953). 

88 209 F.2d 152 (3d Cir. 1954). 

89 “The only authority pointing to a contrary result is Motion Pictures Capital Corp. v. 
Commissioner, 80 Fed. (2d) 872 (C.A. 2, 1936). Whether or not that case is distinguish- 
able from the present situation, we see no reason to disturb the rule enunciated 1 in the line 
of decisions above cited.” Jd. at 152. 

4017 T.C. 910 (1951), rev’d in part, 206 F.2d 244 (2d Cir. 1953). 
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Thus, the Mills Estate case suggests some questions of boundary demarca- 
tion. First, sale by a corporation of part of its assets does not give rise to de- 
ductible expenditures ; the related costs operate only to diminish the realized 
proceeds.* Moreover, a corporation may distribute a substantial part of its 
assets to its stockholders without requiring in return a surrender of stock or 
other consideration. A partial “liquidation” of corporate assets and affairs can 
be accomplished in this manner, even though technical definitions of “‘liquida- 
tion” may be left unsatisfied.*? The expense of making such distributions, how- 
ever, does not appear to be deductible. In Missouri-Kansas Pipe Line Co. v. 
Commissioner,** a parent corporation held warrants to subscribe to the stock 
of a subsidiary which was being reorganized. The expenses incurred in dis- 
tributing these warrants to the stockholders of the parent company were held 
not deductible. The Tax Court observed that “They represent . . . disburse- 
ments in connection with the actual distribution to petitioner’s stockholders. As 
such, they are not ‘necessary’ and ‘ordinary’ business expenses.” ** 

Secondly, the expense of purchasing or acquiring stock is not a current op- 
erating charge but a capital expenditure ; it only increases the cost of the ac- 
quired stock.*® This appears to be relevant where there is a distribution of as- 
sets for stock—a transaction with a dual aspect : there is a disposition oi assets 
and an acquisition by the corporation of its own stock. In Commerce Photo- 
Print Corporation *° C owned 51 per cent and L 49 per cent of the corpora- 
tion’s stock. Because of dissension between the stockholders, it was agreed that 
the corporation should acquire L’s stock in exchange for part of its assets, con- 
sisting of the entire stock of a subsidiary, equipment, and cash. An attorney’s 
fee paid in connection with this transaction was held a non-deductible expendi- 
ture, being denominated capital cost of acquiring the stock. Some distinctions 
might be urged between this case and Mills Estate: 

(1) No claim of “partial liquidation” was made in the Commerce Photo- 
Print case. There was, nevertheless, a liquidation of assets, and the result ob- 
viously should not depend on the label attached. 

(2) In Mills Estate a whole phase of corporate activity was discontinued 
through distribution of the related assets. In Commerce Photo-Print there was 
a complete divestiture of a subsidiary, but the nature of the corporation’s busi- 
ness remained unchanged. 


41 Ernest DuPont, 34 B.T.A. 1059 (1936), aff'd sub nom. Peir v. Comm’r, 96 F.2d 642 
(9th Cir. 1938) ; cf. W. A. Bahr, 10 B.T.A. 637 (1928). 

42 See I.R.C. §115(i). Cf. Mills Estate, Inc. v. Comm’r, 206 F.2d 244, 246 (2d Cir. 
1953): “Since we are not concerned with the tax liability of the stockholders who received 
part of the distribution of the cash but only with a matter affecting the tax liability of the 
corporation itself, whether part of what was done was a partial liquidation under section 
115 I.R.C. is irrelevant.” 

48 148 F.2d 460 (3d Cir. 1945). 

44 See 3 TCM 15-44 (1944). 

45 Helvering v. Winmill, 305 U.S. 79 (1938) ; Firemen’s Ins. Co., 30 B.T.A. 1004, 1014- 
1015 (1935). Similarly, expense incident to the sale of stock only decreases the realized 
proceeds. See note 4 supra. 

466 TCM 386 (1947), appeal dismissed, 2d Cir. (1947). 
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(3) In Mills Estate there was a retirement of stock and reduction of capital- 
ization. In Commerce Photo-Print, not only was there no such reduction, but 
some of the acquired stock was later resold. Perhaps a definitive change in the 
stock structure indicates that the corporation has undergone a significant and 
durable contraction rather than a fleeting detachment of assets shortly to be re- 
placed. These are not, however, criteria articulated by the cases, and it is not 
clear that they represent distinctions of substance. 

Thirdly, it is common for assets to constitute part of the package given to 
holders of securities in the course of a corporate recapitalization or reorganiza- 
tion. In Skenandoa Rayon Corp. v. Commissioner," the taxpayer had out- 
standing 7 per cent cumulative preferred stock the payment of dividends on 
which was in arrears. In a recapitalization, $5.50 in cash and 1.4 shares of new 
preferred were exchanged for 1 share of old preferred plus accumulated divi- 
dends. An attorney’s fee paid in connection with this transaction was held non- 
deductible on the ground that expenses of recapitalizations and reorganizations 
cannot be deemed “ordinary.” ** Arguably, in Mills Estate the purpose of the 
transaction was essentially to reduce assets, the change in capitalization being 
only incidental, whereas in Skenandoa Rayon the purpose of the transaction 
might be said to have been mainly recapitalization with asset liquidation only a 
by-product. The Skenandoa Rayon opinion, however, does not say this or indi- 
cate that the deductible consequences of a partial liquidation are to depend on 
the rather uncertain touchstone of dominant purpose. 

The Tax Court recognized in Mills Estate that its facts fell between diver- 
gent lines of authority. Its solution was to divide the expenditure into separate 
elements, allowing diverse authority to take its course with respect to the com- 
ponents, and held partial liquidation gave rise to a deductible expense for the 
reason that it was “difficult to perceive why the cost of partial liquidation 
should be any the less an ordinary and necessary business expense than the cost 
of a complete liquidation.” *® In reversing, the Second Circuit Court found it 
unnecessary to rule on this point, holding that within the contemplation of the 
taxpayer and on the facts the expenditure was indivisible, was made primarily 
to accomplish a reorganization, and therefore was entirely non-deductible.*° 


47 122 F.2d 268 (2d Cir. 1941), cert. denied, 314 U.S. 696 (1941). 

48 Jd, at 271. See also, Bush Terminal Bldgs. Co. v. Comm’r, 204 F.2d 575 (2d Cir. 
1953) ; International Bldg. Co. v. United States, 199 F.2d 12 (8th Cir. 1952), rev’d on 
other grounds, 345 U.S. 502 (1953) ; Richard H. Survaunt, note 14 supra. 

4917 T.C. at 915. 

50 The Second Circuit Court thus put the emphasis on the recapitalization. Accepting the 
approach that the expenditure was unitary and indivisible, the decision has been criticized 
on the ground that the entire expenditure should have been allowed as a deductible expense, 
for the reason that the recapitalization was subsidiary to the liquidation. Cf. Motion Pic- 
tures Capital Corporation, note 2 supra; and compare the partial liquidations in John T. 
Roberts, 17 T.C. 1415 (1952) ; John L. Sullivan, 17 T.C. 1420 (1952). Compare United 
States v. Arcade Co., 203 F.2d 230 (6th Cir. 1953). Emphasis was placed on the termina- 
tion aspects of the situation, and the deduction of the entire expense was allowed. This case 
indicates further that there may be considerable difficulty in determining whether there is 
a true liquidation or a reorganization where aspects of both kinds of transactions are 
present. 
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Before this reversal the Mills Estate case was followed by the Tax Court in 7o- 
bacco Products Export Corporation.®* As yet the Tax Court has not indicated 
that it intends to alter its stand taken in these decisions. The Commissioner’s 
apparent unwillingness to accept such treatment doubtlessly will give the Tax 
Court further opportunity to review its position. 

Partial liquidation lies between the organization and complete termination 
of the corporation, both in point of time and structurally. Partaking of charac- 
teristics of both organization and termination, it suggests questions raised by 
both and is the field on which divergent rules applicable to costs pertaining to 
each come into conflict. It therefore prompts reexamination. Why should one 
occurrence more so than the other be considered an ordinary or necessary inci- 
dent of conducting business? Is it consistent to deny deduction for costs in- 
curred on organization but to permit it for those caused by dissolution? Is 
there a real distinction between organization costs, for which deduction has 
been allowed on termination, and other expenditures which are treated only as 
part of the cost of providing capital and never become deductible? Wherein 
do the costs of dissolution differ from other capital expenditures which reduce 
the proceeds available for distribution? Completely satisfactory answers with 
regard to the tax treatment of the costs of organization and complete termina- 
tion are not available; hence, any solution suggested regarding the tax treat- 
ment of costs of partial liquidation would be equally unsatisfactory. 


CoNCLUSION 


No completely adequate rationale for the tax treatment of expenditures on 
organization and dissolution of a corporation is presented in the cases. Theory 
to support both deductibility and non-deductibility can be found. Fundamen- 
tally, a policy problem is posed, and the courts should not be encumbered with 
it. Selection of policy is a decision which should be made by Congress. This 
decision, it is submitted, should be in favor of deductibility. Corporations must 
be organized to be operated, and the inescapable costs of doing business in cor- 
porate form should be no less reflected in the tax reckoning of the business 
than other necessary costs, capital or current. Fairness requires as much, and 
perhaps it can be reinforced by the argument of incentive to stimulate eco- 
nomic activity. 

How and when such expenditures are to be deducted raises further ques- 
tions. Little support is found for a rule that organization expenditures be de- 
ductible in toto as an expense in the year paid or accrued. An alternative is 
that the expenditure be amortized over a specific period beginning with the cre- 


5118 T.C. 1100 (1952). In this case the taxpayer distributed stock in another corpora- 
tion and cash. Stock in the taxpayer, received in exchange, as well as a smaller quantity 
of treasury stock, were cancelled. There was no other act of reorganization or recapitali- 
zation. The expense of accomplishing the partial liquidation was split evenly between the 
“reduction” in capital stock and the distribution of shares and cash. Federal transfer tax 
paid by the taxpayer on the shares thus distributed was held entirely deductible. 
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ation of the corporation. This accords with common accounting practice ** and 
is the approach proposed in recent recommendations by the House Ways and 
Means Committee.** However, since the young business may not be sufficiently 
profitable to give tax weight to such a deduction, the taxpayer might be given 
the option to take the deduction instead when it dissolves. Expenditures for 
reorganization and recapitalization could be treated in the same way. 
Dissolution and liquidation expenditures likewise should be deductible. Such 
events are normal incidents of the corporate form, whether the corporation liq- 
uidates completely or partially, and the attendant costs should be reflected in the 
corporations’s tax responsibility. Where there is complete liquidation, the ac- 
companying costs should be deductible in the year paid or accrued. In the case 
of partial liquidation, the costs should likewise be deductible without the neces- 
sity of isolating the portion of the costs which may be attributable to reorgan- 
ization rather than liquidation. Considering the effort and expense which may 
otherwise be required both of the taxpayer and the Government, as well as the 
limited amount of the revenue at stake, it would seem worthwhile to relax 
strict construction in this connection. Further, complete and partial liquidation 
should be defined in the terms used in reference to corporate distributions.** 
—Tosias WEIss * 


52 See MASON AND Davipson, FUNDAMENTALS OF ACCOUNTING 24 (1953); ASCHER, 
Survey oF AccounTING 435 (1952); Paton, AccounTANT’s HAnpBook 128-129 (3d ed. 
1943) ; Finney, CorPoRATION AND MANUFACTURING ACCOUNTING 219 (1942); RorEM 
AND KErrIGAN, ACCOUNTING MEtTHop 415 (1942). 

53 H.R. 8300, Sec. 248, 83d Cong., 2d Sess. (1954) grants an election to treat organiza- 
tional expenditures as deferred expenses deductible ratably over a period of not less than 
60 months. This period is to begin with the month in which the corporation commences 
to do business. H.R. Rep. No. 1337, 83d Cong., 2d Sess. 31 (1954), states: “This provision 
is not applicable to the professional fees and other expenses incurred in connection with 
stock issues or transfers of corporate assets in reorganization. As is now the generally ac- 
cepted practice, these expenses are to be charged directly to the capital paid in to the cor- 
poration as a result of the transaction.” 

547. R.C. §§115(c) and 115(i). 

* A member of the New York Bar. 
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